The monetary approach to the balance of payments : a case study of Sri Lanka by De Zoysa, A. Damitha N
THE MONETARY APPROACH TO "THE BALANCE OF PAYMENTS 
A CASE STUDY OF SRI LANKA 
By 
A. Damitha N. de Zoysa, B.A. (Economics) 
A di sse rta t ion su bmitted in partial fulftlment of the Requirements 
for t he deg ree of \1aster of Agricultural Development Economics 
in the Australian .\ ational ClliversiLy. 
July 1986 
Declaration 
Except where otherwise indicated 
this thesis is my own work. 
nrJ\~ 
A. ~~Uzoysa 
July 1986 
.. 
II 
III 
To My Parents 
IV 
Acknow ledgen1en ts 
There are many people to whom I must acknowledge a d ebt for helping me with 
variou s aspects of this study. First, I wish to express my sincere gratitude to Mr Graeme 
Dorrance of the ]\ational Centre for Development Stu'dies (N C DS), Australian National 
University (ANU): for hi s supe rvi s ion , guidance, invaluable encou ragement and critical 
comments on preliminary drafts of the d issertat ion. 
I also wi s h to thank Dr S.K. \\1 . J ayasuriy a of the Depar tment of Economics, 
Research School of P ac ific Studies, ANU, who gave unstintingly of his time to adv ise me 
on various technical aspects of the study. Thank s mu st a lso be expressed to the Staff of 
NC DS for thei r great he l p~ in spi ration and enco uragement throughout my stud ies at the 
ANU. 
I am ext remely grateful to the Sri Lankan Government for granting me the 
opportunity of study ing at the A NU and to the Government of Australia [or providing a 
Colombo Plan Scholarship. I am also g rate ful to Sean Folev for his exce ll ent editorial 
work . My thanks also t.o Kathy Hande l and Shu Ung of Computer Services Cent re, ANU, 
for helping me to learn the computer s kill s so necessary for attempting a st udy of this 
type . 
Finally_ J am deep ly indebted to my parents, brothers and siste rs for their continual 
int eresl and enrouragemenl dur ing my time at ANU. ~1y sincere thanks goes to my 
class rnates alld fri ends for their helpful assistance du rin g the preparation of this study. 
\\' hi Ie all of the above men tioned hel ped me irn mellsu rably to complete this study, 
they a rc not responsible for any deficiencies that may remaIn. That responsibi lity is mine 
alone. 
v 
Abstract 
This study examin es the empirical validity of the monetary approach to the balance 
of pay men ts in Sri Lanka during the period 1958-1984. In most aspects it indicates that 
the monetary approach is most relevant for an analysis of recent developmen ts in the Sri 
Lankan balance of payments. The central point of the monetary approach to the balance 
of pay men t s theory is that deficits or surp l uses reflect sLock d isequ ili bri um be tween 
demand and supply in the market for money. The theory is based on the premise that 
there is a stable demand func t ion for money in the economy. In addition the theory 
impli citl y assumes that there are no structu ral changes in the economy, especially in the 
balance of payments . The empirical results show that, in general, the theo ry holds for the 
Sri Lan kan economy. Further, it indicates that structural changes should be taken into 
con sid erat ion when t.est ing the theory in Sri Lanka. With t hi s qualification t he theory has 
a great er relevance to th e economy. 
Thi s app roach to studying Sri Lanka's balance of payments reflects two maIn 
a rguments. First, it is a relatively small economy with very little cont rol over prices in 
the \\'orld market. Second, monetary poli cies have been controlled and influenced by the 
Cent ral Bank, which is responsib le for influen cing the exte rn al balances. Thu s, Sri Lanka 
provides no t only the conditions necessary for testing a monetary model of a small open 
economy, but also offers some interest ing in sights into the theory and policy. This is the 
importance of structu ra l changes (private remittances) whi ch need Co be included as an 
explicit assumption in the model. 
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CHAPTER 1 
INTRODUCTION 
1 
Sri Lanka is an economy heavily d e pendent on agricultural performance and on 
movements in the terms of trade. The growth momentum of the economy was mostly 
dependent on the fortun es of the t.hree primary export products tea, rllbber and coconut. 
Th e three ite m s together accounted for about 97 pe r cent of total export earnings and 
they direct ly con t ri bu ted abou t 40 per cen t of t he GNP. Nearly 50 per cent of this was 
ex por t taxes. It is ev id ent that for a long time to come that the ag ri cultural sector will 
continue to be dominant in the Sri Lankan economy. This sector consists mainly of the 
ex port c rop and t h e food crop su b-secto rs. 
It is a for e ign dependent. , small agricult.ural economy with per capita lncome of 
about USS 330 (in 1983). Due to it s high degree of external dependence , Sri Lanka's 
balance of payments is extremely se ns itive to fluctuations in ext.ernal market conditions. 
The impact of exogenous s hock s on an economy is directly related to its degree of external 
dependency. Its trade dependency ratio (i.e merchandise exports plus merchandise 
import.s divided by G OP ) is taken as an app roximation of the degree of external 
dependency and has inc rcased from 40.4 during 1973- 1978 to 76.3 du ring 1979-198.l..:.After 
19 1 it declined from 76.3 to 6 -1.1 during 1982- 1984 (See Table 1-1). 
Because of its less developed nature and inheri ted st ructural weak nesses, the ability 
to res pond quickly to large external s hock s, s uch as the two oil price ri ses 1973 and 1979 
is very limited. Howe ve r , the maintenance of a viable balance of payments s ituation is one 
of Lhe ke} s to economic management. Thi s requires the adoption of an effective policy 
pac kage to c ush ion the s hocks arisi ng from ei ther ex t erllal or domestic sou rces . 
1.1 The ProblelTI 
--' inc e the ear ly 1970s, wides pread ext,ernal payments difficulties have become a 
common feature anlong developing COlllltries. du(' to external shocks which have had a 
great impact on their ('col1ol11ic perforlllallc('. The ri se in oil prices affect.ed various 
countries , depending on the s hare of world oil imports in their terms of trade and exports. 
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Table 1-1: Trade D ependency Ratio 
** 
Year GDP Imports Exports Imports: Export: TDR 
(Rs ml) eRs ml) eRs ml) GDP GDP 
-------------------------------------------------------------
1973 17920 2762.7 2629.8 15.4 14.7 30.1 
1974 23302 4769.5 3502.9 20.5 15.0 35 . 5 
1975 25691 5196.3 3968.5 20.2 15.4 35.6 
1976 28032 4901.6 4840.1 17.5 17.3 34.8 
1977 34684 6061.0 6596.6 37.5 18.9 36.4 
1978 40479 15099.8 13193.0 37.3 32.6 69.9 
1979 49782 22602.5 15282.0 45.4 30.7 76.1 
1980 62246 33652.4 17799.1 54.0 28.6 82.6 
1981 79337 35251.0 20585.4 44.4 25.9 70.3 
1982 93194* 41946.0 21454.0 45.0 23.0 68.0 
1983 111976* 45558.0 25096.0 40.7 22.4 63.1 
1984 138173* 47541.0* 37347.0* 34.4 27.0 61.4 
1973-78 28351 6465.1 5783.9 21.4 19.0 40 .4 
1979-81 63788 30502.0 12845.5 47.9 28.4 76.3 
1982-84 11448 45015.0 27965.6 40.0 24.1 64.1 
* Provisional 
** Trade Dependency Ratio 
Source:Ceritral Bank of Ceylon. 
To ov e rcom e the probl em of g rowin g cu rrent account de fi cits~ most of the oil-import ing 
developing countries re li ed on foreign borrowings to fin ance the deficits. In such 
situations, countrie adopted a combination of policies consisting of external finance, 
trade adju stment and domestic adjustment m easu rcs, with both sho rt-run and long-r un 
objectives in mind. Sri La nka is an example of a cOllnt ry- \vi1ich adopted such policies. 
ri Lanka s ex te rnal pay men ts posi Lion deteriorated particularly in 1974 and 1975 
and the period after the second oi l price ri se. The merchandise trade deficit increased from 
c ~. 15 millioll in 1973 to l; ,~. 1 ,mil lion in 19, .). In 1916 til(' rllerCllallciise trade account 
s howed a su rplu s . mainly due to a substantial reducti oll in the \'olurne of imports and, 
again in 1977 mainly du e to fa ourablc prices. III 19 0 the merchandise t rade deficit 
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reached a record level of US$ 989 million. With a widened merchandise trade gap, 
increased foreign exchange receipts from non-factor services and private transfers, could 
provide only marginal relief for the balance of payments. The current account deficit 
increased from Rs 772 million in 1975 to Rs 1112 million in 1983. The most notable 
feature in the monetary sector was the recorded change in the money supply during the 
] 970-] 9 3 period. The rapid growth in credit creation was particularly evident in 1979 
and 1980, total domestic credit increased by 43 per cent and 70 per cent respectively. The 
raCe of expansion of quasi-money supply during these years was as high as 49 per cent and 
41 per cent. Hence the level of the country's money stock, defined here as narrowly 
defined money plus quasi-money, increased almost two fold between 1978 and 1980, rising 
from] 0982 Rs million to Rs 19860 million. By 1983, this broad money level had risen to 
Rs 37257 million~ continuing to exert pressure on prices, through at a somewhat reduced 
rate. Exchange rate adjustments became a major policy instrument in the balance of 
pay men ts process only after 1977 (Jay atissa, 1982). 
The expansIOn of the money supply and credit creation were to a great extent 
manifestations of budgetary management problems that emerged mainly as a result of a 
heavy public investment programme. For example, total public in\'estment. as a 
proportion of the G D P of the country more than dou bled from an average of 7.7 per cen t 
in 1970-77 to 16 .7 per cent during 1978-83 period. Sri Lanka's ability to delay the 
adjustm nt \\'jlh an in creasing current account deficit would have made the future 
adjustment more difficult. and policies more rigid. The problems of a widening 
investment-savillgs gap and an associated deteriorating current account deficit resulted 
from l he dumesl ic monet.ary and exchange rate polic ie::;. Tltt' req II i rcmen l of adctttional 
resources fro,m abroad to cushion the exogenous shock s . originating from foreign demand 
and price increases was greatest during the years immedi ately after t he fir s t and second 
oil price rise in 1970s, The agg regate values for export grov.:Lh have not kept pace with 
tiw growth of world exports and, hence, market share has decreased. Therefore, Sri Lanka 
ha had to adopt a combination of policies consisting of external finance, trade 
adj ustmen t and domestic adj ustment measures. In add i t.ion to COIl trolling inflation and 
increasing the domestic production of food to reduc e dependence on imported supplies, 
di versi fi cation of ex ports were complemen tary to tiJe balance of payments objecti ves 
(l\:appagoda and Paine, 19 1) . 
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1.2 Objectives of the study 
This thesis is an attempt to test the theo retical proposition that the balance of 
payments is a monetary phenomenon. This proposition derives from an approach to the 
theo ry of balance of payments and of the adjustment process developed by Polak et al 
(1957) and Frenkel et al (1976). The primary objective is to examine the empirical 
validity of a simple monetary model for the Sri Lankan economy, using the existing stable 
demand function for money which is the main core of the approach. Therefore, the 
empirical analysis will investigate the relationship between the balance of payments and 
the rate of domestic credit expansion. Further , an attempt will be made to ascertain the 
importance of the domestic credit expansion relative to such variables as the exchange 
rate. domestic prices and GNP in determining the balance of payments outcomes. The 
policies cou ld be drawn from the impact of these policies on prices, output , exchange rates 
and balance of pay men ts . 
In achieving the above objectives t he st udy will emphasize the following aspects. 
Fi rstly. a brief di sc uss ion of developments in the Sri Lank an economy will be presented in 
order to determine the nature of monetary and exchange rate policies. Second ly, the 
theory behind the monetary approach will be discussed. Thirdly, a basic monetary model 
\\Oill be formulated and the model will be est imated . Fourthly, a general evaluation of the 
monetary approach \\"ill be given: using the findings of the empirical tests. The main aim 
of the st udy is to see whether the empiri cal findings are consistent with the basic 
proposi tions of monet ary theory" 
1.3 The Inlportance of the Study 
Sri Lanka is an econom y which has la rge balance of payments deficits, a s low rate of 
econOlllic gro\,:th and continuing inflation. The slow rate of economic growth along with 
the r lativ Iy high unemployment has created problems in the economy. To achieve 
satisfactory economic growth it is necessary to import intermediate goods, but the scope 
for illcr asing imports is very limited because of balance of payments deficits. The 
increasing external resources gap made the Government a\\Oare that import restr ictions 
\\Oere not the anS\\Oer to ri Lanka's foreign exchange problem. Therefore, it appears that a 
change in Go\Oernment policy is necessary to correct the balance of payments situation. In 
spi tE' of t h(' i rn portance of the balance of pay men ts problem to the economy, no research 
has be-en undertaken 0 test whether the balance of paym ents is a monetary phenomenon. 
The- approach taken to the balance of paym('nts adjustment suggests that surpluses and 
deficit:-; <tf{> eS::1€ntiallv adjustment plwnoll1 na which senoc t.o equilibrat.c the money 
demand and supply in an open economy. It is fell, t.herefore, that this study will serve a 
starting point for te ting whether empirical resu lt.s support the monetary approach. 
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1.4 Period of Analysis and Sources of Data 
The period 1958-1984 has been chosen mainly on the basis of the availability of 
data. Th e choice, howev er, appears quite just ifi ed as the Sri Lanka economy underwent . 
considerable changes during this period. The data used in this study are derived mainly 
from Int ernational Financial Statistics and the Annual Reports of the Central Bank of 
Ceylon. Additional information was secu red fro m the various publications of the Central 
Bank of Cey Ion. It is important to emphasize that only time-series data have been used. 
1.5 Organization of Subsequent Chapters 
The study consists of six chapters. The first Chapter gIves the introductory 
background of the study . Th e signifi cance of t he theory in terms of the study is discussed 
in Chapter 2. The next sect ion , Chapter 3, presents the main highlights of the economic 
developments in Sri Lanka. C hapter 4 di sc usses the monetary model under analysis. The 
fi ndings of t he study are analysed in Chapter 5. The final chapter contains the evaluation 
of the monetary approach and the conclus ion s. 
6 
CHAPTER 2 
THEORETICAL ASPECTS OF THE DEMAND FOR MONEY 
This chapter begins with a discussion of the theory behind the monetary approach 
and then continues with a brief review of relevant literature. The second half of this 
chapter discusses some policy implications and some of the empirical evidence for 
monetary analysis. 
2.1 Theory 
While there are alternative vIews of the appropriate approach to the analysis of 
balance of payments disequilibrium (the :- new" Cambridge ~chool represented by articles 
in Cambridge Economic Policy Review is one of the clearest al (ernatives to the theories 
examined here), the monetary approach is a consistent set of arguments that deserves 
examination, particularly examination of thei r relevance in i nd i v id ual cases. It is not a 
new approach to balance of payments analysis, as it has a long history: going back to 
H ume (1711-1776) and later gold standard theories, perhaps reaching its apex with the 
work of Taussig (1927). Its continuity of development, however, was reversed when the 
collapse of t.he liberal international economic order , based on the gold standard systen1, 
was accompanied by the Keynesian revolution in economic theory. 
The rnonetarv theory of the balance of pay mcnts is not new. Jacob Frenkel has 
traced it.s origin back to Ricardo. Since the early 1950s , the rnajor cone rn of economists 
has bee/l the problem of inflat.ion and balance of paynwnts di sequilibria. This concern led 
1.,0 new approaches to monetary analysis. In thi s period (herc has been a gradual evolution 
of the so-called monet.ary approach to the balallce of pay rncnts, thc t.hird major approach; 
the two best known earl ier approaches are the clastic i ty (j\ eoclassical) approach and the 
income absorption (neo- Key nesian) approach. 
An early exposition of monetary theory to the balance of payments is contained In a 
sam pic model formulated by J.J. Polak (19,) 7) ill the 1950s. He and his a ssociaU>s at, the 
1\1F developed it in the ]960s and it was further developed by Mundell (196 .1971) and 
John on (1972). Thi theory gained many converts in the ]960s . The core of the 
development of the monetary approach is to be found in the work of Mundell (1968). 
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The monetary approach to the balance of payments consists of a set of broad 
principles with specific theoretical models. The first feature is summarised by Johnson in 
the fundamental proposition: the balance of payments i s an essent£ally monetary 
phenornenon (Frenkel and Johnson, 1976, p. 21 and Mussa 1976, p. 189) . Accordi ng to 
John on (1976, pp. 282-283): 
The cent ral point of the 1TIonei.ary approach to balance of payments policy 
theory is that balance of payrnents de f icits or surpluses reflect st.ock 
di sequili briurn between demand and supply in the nlarket for money. 
J ohnson and Frenkel (1976, pp. 21-22) elaborate: 
Accordingly, surpluses in the trade account and the capital account 
re spect1'vely represent excess flo w supplies of goods and of securities, and--"a 
surpL us in the rTIoney account re fl ects an excess domestic flow demand for 
rnoney ... . Since the money account is determined by the excess flow demand f or 
rnoney, d is clear w hy the balance of pay1TIents is regarded as a nl0netary 
phenomenon and thi s approach is re f erred to as the monetary approach. 
The \·iew t hat the monetary approach is an alternative, rather than complementary~ 
to the balance of pa.vments components approach (Keynesian approach) is prevalent. For 
example J ohnson \\·ro t. : The balance of payments is a monetary ph enom enon and 
requires analysis \\' it h t he tools of monetary theory and not barter or 'real' trade theof\1 
(19 77. p . 25 ] ). The ternl balance of payments refers specifically t.o the official settlements 
balallce, lhat is to the money account. Thus a na lysis of the balance of payments only 
makes sense in an expl icit monetary model, and in th is sense the balance of payments is a 
monet ary phenomenon. An essent.ially monetary phenomenon says that money play s a 
\' ital role , but does not imply that only money plays a role. The monetary approach takes 
ex plic it acco'un t of the i nf! uence of real variab les. such as levels of income and interest 
rales on the behaviour of the balance of payments . The approach hinges on a reasonab le 
defi n i tion of mone\". si nce the balance of paymen ts is desc ri bed as the excess demand or 
supply of money. The su pply of mone\' is sef' n as the key policy variable. 
TIp mOlletary approach assumes that money stock (MO) equlibrium is always 
achieved over relali\-e ly sho rt periods . If the money supply (MOs) is greater than the 
money demand ( ~10 d)' t.he excess M 0 will lead to portfolio readjustmen t towards 
physical or foreign assets. A demand for physical assets can lead to a price ln c rease 
reducing the real value of 1\10 balances thereby approaching equilibrium or to a d e rn and 
for physical import s reducing nominal MO balances. Further , demand for foreigIl assets 
leads immediately to decline in :vI0 balances. It is clear that imporL alld foreigll asset 
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demands produce balance of payments deficits which implies that balance of payments 
balances are a monetary phenomenon. The reverse happens if MOs<MOd which js a 
surplus in the balance of payments. 
The monetary approach to t he balance of payments adjustment suggests that 
surpluses and deficits are essentially adjustment phenomena which serve to equilibrate the 
money stock to the quantity demanded in an open economy. An increase in the domestic 
money supply, in excess of that requ ired by changes in income, via domestic credit 
creation leads to deficits which , in turn, deflate the excess supply of money. A deficient 
Increase in the supply for money has the reverse effect . A dev al uation, however, raises 
domestic prices as a resu lt of increases in the price of imports and consequent flow-ons 
lead ing to a temporary improvement in. the balance of payments. In any case, there can 
only be a continuing balance of payments deficit if the re is continuous credit creation. As 
far as t he banking system is concern ed, its domestic assets stead il y increase as the result 
of credit. creation, whil e for eign assets decrease as the result of the decline in foreign 
exchange reserves , This process can continue only as long as there are any foreign reserves 
left. 
As Corden (1977, p, 37) argues, the central theme of the monetary approach 1S as 
follows: 
The devaluat£on wi ll itsel f have an effect on the desire to accumuLate cash 
balances. l\ormaLLy the devaluatz"on wiLL raise the average dornest£c price level. 
H' £th a higher d01nest£c price Le vel a given r701n£nal rnoney supply u)'iLL represent 
a lower real money supply. People will then w£sh to reconstitute their cash 
balances and so, for a hrnited pcrz"od. thei'r e.rj.Jenditure runs below thei:i-
1'ncomes. Thus. a de valuation gives r£ se Lo C1 balance o f payrnents surplus, 
a "surn/'rig thal prev'iously people are content 11..'z"th their cash balances or that 
dome t1'C cred£t creation has cea~ed, 
The consolidated balance sheet of a banking system may be summarised by the 
iden ti L \ ': 
MO = R + DC 
where, MO - money stock 
R - international reserves 
DC - domestic credit 
A d [jCil 111 the balance of paYlllcnl . implies a loss of reserves, and there must be a 
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cou nterpart to the defici t in the form of ei ther credit creation (steri lization) or 
dishoarding (a fall in money stock, MO). Since dishoarding is a temporary phenomenon, a 
payments deficit can persist only if it is accompanied by credit creation. This observation 
can be restated as a statement that excessive credit creation (however defined) will lead 
to a balance of payments deficit. This is the central theorem of the monetary approach to 
th balance of payments. 
As shown above, the balance of payments is considered by the monetarists to be an 
essentially monetary phenomenon. They regard the relationship between the demand for 
and supply of money viewed as a stock and not a flow over a given time period a s the 
critical determinant of the balance of payments . The approach rests on the basic premi se 
that. for any country over the long-run, there exists a stable demand function for money 
as a stock. In its simple formulation, the demand for real money balances is a stable 
function of real income. This demand function can be expressed as: 
Md = L(P,Y,r) 
where, P = price level 
Y - real income 
r = interest rate 
O ther things being equal, an increase in the pnce level or real income increases the 
demand for nominal money balances; because there is a larger value of transactions to be 
financed. An increase in the rate of interest decreases the demand for money balances) 
because it raises the opportunity cost of holding money. In turn the su ppl.\ of norni nal 
money ( ~1 ) is the product of the -money multiplier (m) and the monetary base ( l3}-;-=-
Ms = m.B 
The money mul iplier, v .. hich represents the extent of multiple credit creation on he 
part of thr commercial banking system, is sometimes assumed to be constan t. The 
monetary base itself ha two components: a domestic component (0)) consisting of 
dome -t ic credi t created by monetary authori ties and an international component. (R). the 
dom - t ic-currencr \'alue of the international reserves of the government and Central 
Ban k. Thr in t erna tional componen t can be increased or decreased by any inflow or 
-
outflo\\' (respect ivel y ) of reserves from or to foreign countries) when the balance of 
payment. is in a surplu or a deficit. It can also change with changes in exchange rates. In 
tile t h('or~ . international rese rves (R) are orfined in accordance witll the ("ornpollHl1 
('lel11('11 s of lh rnollC'tarv-basC'-dfect balance. Shown as: 
B = D + R 
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This is called the monetary base iden ti ty. 
A second assumption is that domest.ic prices are kept in line with foreign prices Vla 
the exchange rate, so that: 
P = eP* ("Law of one price") 
where, e = exchange rate 
* P = the level of world prices 
Domestically ~ the monetary approach implies that under fixed exchange rates a 
country has no control ove r its money supply. The money supply is endogenous rather 
than an exogenous \'a riablc. If a country is unable to pursue sterilization policies, all the 
government can do is contro l the composition of the money supply, not its level. In other 
words, the government can neither determine the level of the monetary base nor the 
money supply, but only the division of the base into its domestic (D) and foreign (R) 
components. Under a system of fluctuating exchange rates, the nominal, but not the 
constan t price, val ue of money balances can be determined by the au thori ties, with 
changes in the exchange rate being the major consequence of n10netary policy. These 
exchange rate changes will impinge on the domestic price level thereby determining the 
constant-price value of monetary balances. The relation between the demand for and 
s upply of money is crucial to monetary analysis. \Vhether money is created by Central 
Bank purchase of domestic or of foreign assets is largely irrelevant. 
Further, the monetary approach implicitly assumes that there are no st r1:tctural 
changes in t.l1e economy: particularly that there are no structural changes in the balance 
of payments. 
2.2 Review of Literature 
T'her(' is a substant ial body of literal ure t hat deals with the monetary approach to 
the balance of payments problem in de\'eloped as well as In developing countries. 
l\1onetarisLs postulate that there is always a tendency toward stock equilibrium in the 
money market. that i toward equality bet.ween the st.ock demand for money and the 
sLoe k suppl,v of money. In th is section all atLcm pt is made to rev iew av ai lable literature 
on th is issue 1. 
1 Por an excellent su rv ey of literature on this topic, see Kreinin and Officer (1978) 
11 
Michael Connolly and Dean Tay lor (1976) for a test of the monetary approach used 
cross-sectional data to examine 18 postwar devaluations during 1959-1970. In assessing 
the monetary framework they found that devaluations improve the balance of payments 
in developing countries and · that the success of devaluation depends on the monetary 
policy pursued, along with changes in the exchange rate. Further, a decline in the rate of 
growth of domestic credit seemed enough to conclude that devaluation Improves the 
balance of pay men ts. Another study by Connolly and Tay lor (1979) exten ted the 
empirical work of the monetary approach used by Conllolly and Taylor to 1976. This 
study tested the monetary approach to devaluation by comparing results for 17 
developing and 10 developed countries that changed their exchange rates during the 
1959-1970 period. The evidence tends to support the earlier tentative findings (Connolly 
and Taylor, 1976) that devaluation is Jrequently followed by a period in which domestic 
prices ri se relative to the prices of export and import goods. Connolly and Taylor (1979) 
showed that: 
The overall responses oj the balance oj payn1ents to devaluations zn 
developed and de veLoping countries do not appear to diJ Jer greatly, not only 
wit.h respect to the exchange rate sensitivity but also to dornestic credit 
pohcies. 
The study of the pooled sample set of 27 countries s uggested that devaluation 
definitely improved the balance of payments, unless accompanied by an expansion in 
domestic credit. 
Negative finding s of the monetary approach were reported by Richard Cooper 
(1971), who argued that there was no correlation bet ween the change in domestic credit 
in the year" following devaluation for the same samplE' of countries that Connolly and 
Tay lor analyzed (cited in Connolly and Tay lor. 1976). Tb e major reason for the two 
d i fferen t find i ngs is) pri mari ly, that Cooper ~s analysi s was on Iy of the merchandise 
account, while the monetary approach has to do wit h the overall balance of payments. 
Cooper's test suffers from two other shortcomillgs: fir st the magnitude of the rate of 
dev al uation by coun try was noL taken into aCCOll n t. and the comparison did not in volve 
Increases In the rate of growth of domestic credit following devaluation, as was done In 
Connolly and Taylor~s study, rather than t he rat e of gro\vth of domestic credit., as In 
noper's study. 
Bhatia (1980) has examined the balallce of paYII1C'rlt s alld monetary policies in India 
durillg tire fixed exchallge rate period o\"('r 19 ~1-19,:L Tire hypothesis tested \vas that 
12 
changes in international reserve flows (the balance of payments) was determined by the 
inci pien t state of excess demand for money. The empirical analysis of India strongly 
su pports the thesis of the monetary approach to the balance of pay men ts and suggests the 
usefulness of this approach in explaining the rate of grow t h of in ternational reserves of 
other developing countries. Two functional relations pertaining to the demand for money 
and in te rnational rese rv e flow s were tested and both were stat istically significan t. 
Further, the money-demand relat ionship appeared to be stable over time. 
Early in 1952 ; T s iang (1977) had pointed out that: 
The remarkable improvement of the Danish balance of payments in 1951 
after huge deficits was to a very large ex tent due to the conservative n10netary 
policy of allowing the payment s de f icit to result in a contraction of its 
domestic rnoney su pply. ' 
A criti cal reVI ew of the empirical evidence of the monetary approach to the balance 
of payments under both fixed and floating exchange rat es has been made by Magee 
(1976). The best single collection of empirical tests on post-war data are the application 
of the mode l to Au st ra lia by Richard Zecher (1972); Japan by Donna Bean and Spain by 
Man uel G uitian 2. The money demand variab les were significan t in quarterly eq uations for 
th ree of the cou n t ri es : Australia , Sweden and J apan . In all th ree cases. the real income 
elasticity of demand for nominal money was posit iv e and significant. and the price 
elast icity was sign ifican t for Australia and J apan. Empirical analys is of Japan strongly 
support.s the theses of the monetary approach and suggests that it is a use ful framework 
for analyzing these phenomena. The experience of the Spanish economy during 1955-1971 
_ upports the view that exchange rate changes are not effect.ive unless accompanied by 
appropriate c"redit policies . 
Cenberg (1974 ) successfully tested the monetary approach on 17 postwar 
9 
devaluations (approximat.ely one-half were de\'eloring countries) obtaining excellent fits u • 
irnilarly ~1 arc ~1 iles ( 1975) combined cross-section and time series data for 14 
devaluations and found the effect of t.he exchangE:> rate on the balance of payments were 
posi ti ve and sign i fiean 1, in 5 of the 14 cases4 . 'I'h us, the ev i d ence is fai r I y strong th at. th e 
mon tary approach can be used Lo explain the behaviour of the balance of payments when 
the exchange rate changes. 
? 
- See Frf'nkel and J o hn so n , 197G 
'J .) 
uR -= O. 3 for ..:1r after 2 years 
4both Genberg and M a rc Miles cited in "\1 agef' (1976) 
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Bilson (1978) examined the empirical validity of a simple monetary model of 
exchange rate determination using monthly data for the Federal Republic of Germany 
and the United Kingdom for the period April 1970 to May 1977. The results suggest that 
the actual behaviour of the DM/ pound rate during the period since 1970 was broadly 
consistent with the predictions of the monetary model. 
2.3 Policy hnplications. 
Policies are necessary to correct the external imbalances in the economy. The 
monetary approach argues that the only possible long-run remedy to a deficit 
. 
IS a 
reduction in the rate of credit creation as this, rather than foreign reserves, is subject to 
control by national monetary authorities. However, the effectiveness of balance of 
payments measures must be evaluated , in the light of their effect on money market 
eq 1I iIi bri u m. These policy implications can be discussed in terms of devaluation, tariffs, 
quotas; cxchange control effects on commodity markets, economic growth and changes in 
pricE' IE'\"(,I and intercst rates. 
Dcyaluation can have an impact on balance of payments, partially through effects 
on tbe demand for and supply of money balances. These effects must come through 
increases in domestic prices which are due to the downward adjustment in the exchange 
rate of tbe country's currency. Devaluation rai scs domestic prices of importables and 
exportables and spreads to other prices. Then tbe general price ri se increases the demand 
for nomi nal balances; which is a stable function of money income. If tbe domest ic credit 
expan sion cannot satisfy the stock demand, an inflow of money will be necessary from 
ab road. \\0 b ic h lead s 1.0 a surplus in the balance of pay n lell t.::; allJ hellce in ternat'ional 
reSE'nE's. Dc\Ooa luation reduces real domestic balances and encourages people to restore 
tlIC'Ill through internat.ional credit. The balance of payments su rplu s continues only until 
thc money-market is in equilibrium. In the long run) devaluation has no effect on real 
economic \'ariables. but it does raise price levels. 
Exchange rat.e changes are incapable of bringing lasting change in the balance of 
paymcnts po it ion. which operates through the domestic price level, creating a surplus or 
deficit in thc stock of money until it is in equilibrium situation. Another component in the 
monetary analysis of devaluation is that the real balance effect is supp lemented by an 
i ncrcase in the domes t ic-c urrency prices of traded goods (ex ports and import su bsti tu tes ) 
relati\'c to t hose of nontraded goods. AI( hough all prices increase, the priccs of nontraded 
goods tend t.o ri sc less than t.hose of traded goodso This leads to a shi ft from nontraued Lo 
traded goods as demand shifts from traded to nontraded goods. These changes In 
production and consumption incrcase exports and reduce imports. 
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The policy implications of a change in tariffs, quotas and exchange controls on 
balance of payments have similar impacts to that of devaluation. An increase in tariffs 
raises domestic prices which, in turn raises the demand for nominal money balances. As in 
the case of devaluation, if the demand is not satisfied by an increase in domestic resources 
(credit creation), it will produce a transitory balance of payments surplus until money-
market stock is in equilibrium. Hov,'eve r, any exogenous ri se in domestic prices not 
accompanied by expansion of domestic credit creation in the monetary base will have the 
same resul ts. 
Introduction of import quotas indirectly Increase the pnce of imports in the 
importing country and reduces the volume of imports. This leads to an increase in 
demand for nominal balances and creates a transitory balance of payments surplus, until 
money-rnarket. stock equilibrium is restored . 
There are implication s for balance of payments which anse from exchange control 
mechanisms. Rationing foreign currency implies a reduction in the volume of imports, 
which in turns raises the domestic pnces of importables. The consequence is a rise in 
stock demand for money balances. As in both the prev ious cases, in the absence of an 
increase in the domestic component the increased demand will be satisfied from abroad, 
producing a balance of payments surplus. This effect is also temporary until the money-
market is in equilibrium. 
The above discussion shows that monetari s ts Y lew deval uation and other varIOUS 
forms of trade restrict.ions such as tariffs , quotas eLc. as ·affectillg t.he balance of paytnents 
by increasing domestic prices, if the increase is not offset by domestic credit expansion. 
These effects are purely temporary. Since the ent.ire focus is on the money market, the 
monetary approach does not explain the nat lire of the effects in t.erms of factors in 
commodity markets. One possible explanation could be as follow: Trade restrictions such 
as tari ffs improve the balance of pay men Ls by restricting imports which, in turn, increases 
the internal prices of importables relative to exportables. These changes can influence the 
production and consumption pattern as shown in the devaluation consequences. Since the 
trend in prod uction is to shift from exporLable ~ to su bsti tu tes, as a resul tit eliminates the 
improvement in the balance of payrnents . 
Anoth er implication of the 111011('lary approach to the balance of payments policies 
comes from the effect of a change Oil illcomes . \\ ·I!cn the economy is growing in real terms 
(assuming prices are stable), t here is a growth in the demand for real and therefore 
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nominal balances. Other things being equal, an exogenous rIse in a country's real Income 
will cause a balance of payments surplus or currency appreciation, according to the 
monetary approach, and a deficit or currency depreciation according to non-monetarists 
theories [if MOd = MOsl. Further, an exogenous rise in the price level , while real income 
is held constant, increases the demand for money and the portion of this increase not 
su pplied from domestic resources is refl ect.ed in a balance of payments surplus. The 
traditional prediction refers st rictly to t.he current-account component of the balance of 
payments and can be reconciled with the monetarist result via the capital account. 
An increase in the domest ic rate of interest rai ses the opportunity cost of holding 
money, leading to a decrease in the demand for money. The excess supply of money IS 
dissipated abroad in the form of an external deficit , last ing until stock equilibrium IS 
resto red. Conversely, a decline in the domest ic interest. rate lowers the opportunity cost of 
holding money, producing an excess demand for money. In tu rn , this creates a balance of 
paJ lnenLs surplu s . This shows that the predict ion of the monetary approach IS 
d iamet rically opposed to that of t he traditional t heories . According to the latter (non-
monelary theories), a ri se In dom est ic interest rates relative to interest rate abroad 
prod llees a capi tal inflow , yielding a balance of paymen ts surplus, while a decline in 
inte rest ra tes produces a deficit (I{rein in and Offi ce r , 1978, p. 19). 
2.4 The Theory of the Demand for Money 
Every empirical st udy should rest on a theoretical framework, a set of ten tati ve 
hypotheses. The approach relies on the assumption that the re exists a stable demand 
function for money. The fram ework for the alJlJfoacrr IS the nwdern quant£ty Lneory, 
which views the demand for and suppl y of money as one of the most stable macro-
relations and the most significan t in an analy is of econom ic behaviour. 
The c lass ical q uan t i ty theory of money demand can be descri bed by 
where, 
Md - the stock of money 
v = the average income velocity of money 
turnover 
Y - the value of final output 
k - constant 
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The main weakness of the classical quantity theory is that it has no explanation for 
changes in velocity of money (v). Further, it suggests that" v" is a function of habits and 
other social and institutional factor s (Fisher, 19]]). According to Friedman these social 
and institutional factors in the model are not exogenous (Friedman, 1956) . The theory of 
a money demand model was modified as a resu lt of the Keynesian revolution. It was 
argued that k is a function of the interest rate 
k = fer) 
Therefore , the new money demand was shown as a function of money lncome and 
interest rate in the model 
The pu rpose of ha v i ng the interest rate is that it represents the velocity since the 
ratio of money and in come can be stab le when r is stable. In the Post Keynesian literature 
k is not only a function of the interest rate but also a function of expected prices which 
a re considered in the model presented here. 
k = fer, pe) 
2.4.1 En1pirical Evidence for Monetary Analysis 
The theoretical literature on the demalld for money IS volulllinous. The beItef that 
the demand for money is a stable function of a few key variables is widely held. The 
notion of a stable demand fu nction appears 1.0 in volve three key elements (e.g: Boorman 
1976. p. 3 17 and Laidl er 1977, pp . 34-3.5). First~ the demand for money relation should 
be highly predictable in a tatistical sense, as measured by the usual goodness-of-fit 
statistics, precision of estimated coefficients and their ability to forecast accurately from a 
sample. :::;econd. a st.ab le demand function for money has relatively few arguments. 
Finally, the variab les that appear as a rguments 10 the function should represent 
signifi cant links to spending and economic activity in the real sector. The importance of a 
stable demand function for monetary policy can be illustrated with the standard IS-L~;] 
model, in whi ch interest rates and G;\, P are the endogenous variables. 
The' literature 011 t 11(' demanel for 1I1One'Y can be categorized into demand theory 
models. portfolio theory models anel in\"(~ nt.ory theory models. These are all interrelated , 
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and emphasize rather different aspects of the theory of the demand for money (Feige and 
Pearce, 1977). In the demand theory approach, money is assumed to yield a flow of non-
observable services, which enter into individual utility functions. Portfolio theory models, 
which are often associated with the Yale School, view the demand for money in the 
context of a portfolio choice problem. The major novelty of this approach is its emphasis 
on risk and expected returns. The inventory theoretic approach developed by Baumol 
(1952) and Tobin (1956) and extended by Feige and Parkin (1971) focuses on the 
transactions motive for holding money. 
2.4.2 Empirical Issues 
Prior to 1973, the evidence that had accumulated from a great deal of research 
showed that a stable demand function for money did exist: e.g., Laidler (1977~ The 
different theories of demand for money' that were considered in the previous section fell 
in to two broad classes: transaction theories and asset or portfolio theories (J udd and 
cadding, 1982). Differences between these two sets of theories resolved into four 
empirical issues. The first involved the definition of money. Should it be narrowly defined 
to include only actual means of payment or should it be broadened to include liquid assets 
like saving deposits, which the more general theories did not rule out. The second and 
third issue had to do with the arguments in the money demand function. The second issue 
concerned the question of whether (some) measures of transactions were the appropriate 
'scale' variable, as the transaction theory argued, or was wealth more appropriate as the 
asset theories argued? The third was the correct measure of the opportunity cost(s) of 
holding money. Typically, the transactions theories were taken to imply that a short-term 
market security, like a Treasury Bill, was the closest alt.ernative to holding money" Asset 
theories on the other hand, considered all of these were poten tially su bsti tu tes for money. 
A fourth ite"m concerned whether lagged values of money should be included as an 
a rgument to serve as a proxy for incomplete adjust.ment of money demand in the short 
run" 
CHAPTER 3 
EMPIRICAL BACKGROUND 
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This chapter revIews the empirical background to Chapter 4 which presents the 
analyt ical model based on information given here. It discusses monetary policy, exchange 
rate policy, external debt problems and balance of pay men ts performance (i nel uding 
st ru ctu ral changes in accounts) in the re~ent past, as a background to the analysis. --
3.1 Monetary Policy 
The Central Ban k of Ceylon, established in 1950, was endowed with considerable 
powers to con t rol the ban ki ng system. It is en t i rely govern men t owned, as it is generally 
recognized that the cont rol of money should be a public and not a private trust, and that 
it is correct for the government to take full responsibility for national monetary 
management. On e of the policy instruments of the Central Bank is interest rate 
regulation. quantat ive measures of the Central Bank were strengthened bv a fur ther 
in creas in rese rv e requ irements of cOD1merciai banks against demand deposits in 1961. In 
addition to the general reserve of 12 per cent against demand deposits, the commercial 
banks were requ ired to maintain a special statutory reserve , equal to 38 per cent of any 
increase in demand deposits over the level of such deposits a s at 1st February..,-d 961. 
Further, loan and overdraft facili t ies granted to foreign firm s, other than those in the 
export trade, were required by the exchange control aut.horities to be reduced by one 
t.hird of the level prior to that date. As a resu lt of these rneasures , the average monthly 
volume of commercial bank lending in 1961 'vvas about Rs 12 million. less than the 
corresponding figure for previous year. 
A rise in the general level of interes t rat es d uri ng 1961 , followi ng the increase in the 
bank rate, was also of significance. Thus at 30th September 1960, 30 per cent of tbe 
commercial banks' advances were made at an interest rate of 4 to 5.5 per cent and 31.8 
per cent at 5.5 to 6 per cent. At 30th ~epten lber 1961,50. per cent of total ad\·ances 
were made at rates of 5.5 to 6 per cent while only 5. 1 per cent were at rates from ;1 to 1J .5 
per cent. These measure taken ill the monetary field also exert.ed innuenc(' on the 
di rection of commercial bank lending to the private sector. 
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nows to the export sector. In order to restrict credit expansIOn for 
5, the Central Bank imposed a ceiling on commercial bank credit for 
;. In 1984 credit to the private sector increased at a rate exceeding 20 
ith the previous year. With a view to reducing the rapid expansion 
tor, the Central Bank resorted to fu rther selective credit con troIs, 
g the policy measures that were already in force. 
The monetary and credit policy measures in trod uced during the fir st half of 1984 
great ly influenced both the volume a nd direction of credit during the year. However, 
commercial bank credit channelled to exports and agriculture was fur ther encouraged, by 
exempting them from the credit ceilings and providing enhanced refinance facilities at 
concessional in terest rates . 
3.1.2 Interest Rates 
In the context of the overall monetary policy 1 the change in in te rest rates during the 
] 970s were less marked than in previous yea rs. The changes that did occur indicated a 
movement towards high er lending rates. Major revis ion s in the commercial banks' deposit 
rates had already been made in the previous year following the in t rodu ction of the April 
1975 measures. The deposit rates of the 1 'at ion a l Savings Bank, the Treasury Bill rate 
and the bank rate also remained unchanged during the year. 
The in terest rate rev 1Slons in t rod uced in 1977 , a lon g wi th the Ii beralized economic 
policies, underwent some changes both in 1983 and 1984. The cost of funds emerged as 
the main determin ing factor of deposit and lending rates of commercial banks. The 
intervention of the authorities in the determination of interest rates was reduced during 
the year , and the :\at ional Savings Bank was a ll owed to fix its own deposits and lending 
rates in A pri I 1984 . Th is rol icy change has been effected ill the con tex t of reduced 
borro\\' i ng requ i remen ts of the governmen L. 
The continuous declining trend in the call market rates and the simultaneous 
Increas in ne t sales of Treasury Bills, indicated growing excess liquidity in the banking 
sector. The increased reo erve requirements, including special deposits with the Central 
Bank, reduced the credit creating capacity of commercial banks and also indicate.d that 
the interest rates should be re- a li gned. In terest rates applicable to government debt 
(govern men t securi ties and Treasu ry Bi lIs) were rev ised, thereby red ucing the gap 
betwee n the governmellt borrowing rates alld !llarket lending rates. Accordingly, the rate 
for go vernrn<'nt s<'curit ies was increas<,d hy '2 p<'rccntagc points to ]6 p<'[ cent per annum 
01 
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to stimulate credit nows to the export sector. In order to restrict credit expansIOn for 
non-essential imports, the Central Bank imposed a ceiling on commercial bank credit for 
non-essential imports. In ]984 credit to the private sector increased at a rate exceeding 20 
per cent compared with the previous year. With a view to reducing the rapid expansion 
of credit to this sector, the Central Bank resorted to further selective credit controls, 
thereby strengthening the policy measures that were already in force. 
The monetary and credit policy measu res in trod uced during the first half of 1984 
greatly innuenced both the volume a nd direction of credit during the year. However, 
commercial bank credit channelled to expo rts and agriculture was fur ther encouraged, by 
exempting them from the credit ce ilings and providing enhanced refinance facilities at 
concessional in terest rates . 
3.1.2 Interest Rates 
In the context of the overall monetary policy ~ the change in in te rest rates during the 
] 970s were less mark ed than in previous yea rs. The changes that did occur indicated a 
movement towards high er lend in g rates. Major rev ision s in the commercial banks' deposit 
rates had already been made in the previous year following the introduction of the April 
1975 measures. The deposit rates of the ll at ion a l Savings Bank, the Treasury Bill rate 
and the bank rate also remained unchanged during the year. 
The in terest rate rev ISlons in t rodu ced in 1977 , a lon g with the liberalized economic 
policies, underwent some changes both in 1983 and 1984. The cost of fund s emerged as 
t he main dete rminin g factor of deposit and lending rat.es of commercial banks . The 
intervention of the authorities in the de t.ermination of interest rates \vas reduced during 
the year, and the ~ational Sav in gs Bank was al lowed to fix its own deposits and lending 
rates in April 1984. Thi s policy change has been effected in the context of reduced 
borrowing requirements of the government. 
The continuous declining t rend In the call market rates and the simultaneous 
increase in net sales of T reasury Bills, indicated growing excess liquidity in the banking 
sector. The increased rese rve requi rements, in cluding special deposits with the Central 
Bank, reduced the credit creating capacity of commercial banks and also indicated that 
the interest rates should be re- a li gned. In terest rates applicable to government debt 
(govern men t securi Lies and Treasu ry Bi li s ) were rev ised, thereby red ucing the gap 
between the government borrowing rates arld market. lending rates. Accordingly, the rate 
for government s('curit ies was increased hy '2 p('rc('ntage point.s to 16 per cent per annum 
19 
By 1962, the Central Bank had exhausted its supply of monetary measures to deal 
with the monetary situation, as 1963 was a year of rapidly expanding internal liquidity. 
In this context the credit policy of the Central Bank had to be one of controlled 
expansion, geared to meeting the genuine needs of new credit. The policy at this time was 
primarily to ensure that the increase in credit was mainly for productive purposes, rather 
than for consumption. 
3.1.1 Credit Policy 
With the object of curbing the influ ence of inflationary pressures, the Central Bank 
In 1968 followed a credit policy which was designed to restrict the overall monetary 
expansion, as well as to ensure the flow of credi t to essen tial sectors of the economy. It 
was necessary to do this after the devaluation of ] 967 and the introduction of ex~hange 
reforms in May 1968. In 1969 monetary policy continued to be directed at restraining the 
growth of monetary demand tak ing place as a result of increases in the money supply. 
The measures that were taken by the Central Bank were aimed at reinforcing steps taken 
to control foreign exchange and the fiscal budget. Clearly ~ the Central Bank found that it 
\Vas necessary to permit. a limited expansion of credit on the basis of sector priorities. 
Even in the case of credit ce ilin gs a select iv e approach was~ therefore, adopted. 
In the foregoing monetary context, the Central Bank had to follow a policy of 
maintaining a ceiling on its net domestic assets, a measure designed t.o achieve a 
regulated monetary expansion. From November 1968, when ceilings were fir st introduced , 
up to the revision of cei lin gs in I\1ay 1969, of a toLal increase of Rs 1789 million to the 
pri \. ate secto r , Rs 42.1 mill ion was in res pect of i Lems covered by the ceil i ng , while Rs 
16 3 \Vas for credits exempted from the ceiling. 
The Central Bank \Vas not very successful in restraining the growth of monetary 
demand due to government fi scal operation s . In 1970, money supply rose by Rs 83 million 
and was, on the average. 4 per cent higher than in the pre\' ious year. This rate of increase 
\\'as check d by the demonetization of currency notes of large denominations: Rs 50 and 
R 100. The contraction brought about by the demonetization was temporary and the 
earlier trends in the mOII(')' supply reasserted themselves. 
In addition LlH' Central Bank resorted to a number of selective credit control 
meas ures to curtail the demand for funds for non-priority purposes, on the one hand ~ and 
to eIlSU re adeq uate crcd it f acil i ties for priori ty secto rs on the other. For exam ple~ with 
gro\\·th objectives in mind~ the Central Bank enhanced the export credit. refinance facili t y 
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and the rate on Treasury Bills moved upwards by 2 per cent points to 14 per cent per 
annum, in both primary and secondary Treasury Bill markets during 1985. Nominal and 
real interest rates are given in Table 3-1. 
The Central Bank discount rate was set as an instrument for the quantitative and 
s lective control of credit. The rates differ according to the government priorities. This 
ensu res adeq uate cred i t {lows to priority sectors while con tain i ng credit for non-priority 
sectors at desirable levels. 
3.1.3 Money Supply 
During the 1970s rnoney supply increased considerably. At the end of 1976 the 
money supply had increased by Rs 1077 million compared to the end of 1975_ This 
represented an increase of 34 .9 per cent', compared to increases of 4.8 per cent in 1975 and 
6.0 per cent in 1974. The principal factors responsible for the increase in money supply 
during the year were the financial operations of the government. and the increase in net 
external banking assets. Table 3-2 shows the factors affecting money supply for the period 
1979-]984. 
The narrow money supply (M1), defined as the currency plus demand deposits held 
by the public, increased by Rs 2076 mi llion (14 per cent) during the year 1984, compared 
to a much higher increase of Rs 2988 million (25 per cent) in 1983. M2 consisting of 1\1] 
plus quasi money, increased by Rs 4095 million (18 per cent) in 1984, compared to an 
illcrease of Rs 3759 million (20 per cent) in 1983 . This great expansion in money supply 
during 19 <1 was the result of a deceleration in domestic credit and a continuous increase 
in external banking assets. The deceleration in domestic credit in 1984 compared with 
1979- 1983 . ' was due to the decli ne in neL cred i t to govern men 1. \v h ich offset the 
ex pansionary impact of t.he increase in gross credi t to the pri \' at,e sector. 
3.1.4 Financing the Budget Deficit 
Budget deficits can be financed through borrowings from the domes tic capital 
market or [rom the foreign capital market. Foreign financing can be either in the form of 
loans or grants, while domestic financing can be both by market borrowing and non-
market borrowing defined as administrative borrowing (less repayment of foreign 
ad min ist rati ve borrowing), deposits, m isce llaneous funds and loans to pu blic insti tu Lions. 
rCabl e 3-:3 s how s ho\\' the budget deficit has been financed by the government during the 
past SC\' ('II Years. 
'1'1](' dcfici t of Rs 15 62 mill ion 1n 19 4. sho\\'ed a decrease of 27 per cen t, compared 
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Table 3-1: Nominal and Real] Interest Rates (in percen t) 
Category 1978 1979 1980 1981 1982 1983 1984 
Treasury Bill 
(Primary market) 
Nominal 9.0 9.0 13.0 13.0 13.1 12.53 11.8 
Real - 3.1 -0. 3 -13.1 -4.9 2.3 -1.37 -2.46 
Central Bank 
Rate 
Nominal 10.0 10.0 12.0 14.0 14.0 13.1 13 . 0 
Real - 2.1 -0.7 -14.1 -3.9 3.2 -0.8 -1.26 
Time Deposits 
(12 mths. max) 
Nominal 15.0 15.0 20.0 22.0 22.0 22.25 23.91 
Real 2.9 4.3 -6.1 4.1 11.2 8.35 9.65 
Savings Deposits 
(max) 
Nominal 7.2 9.0 14.0 14.0 14.1 14.5 15.0 
Real -4.9 -1.7 -12.1 -3.9 3.3 0.6 0.74 
Inter Bank Rate 
(max) 
Nominal 9.5 11.0 25.0 18.0 16.8 23.29 21.00 
Real - 2.6 0.3 -1.1 0 . 1 6.0 9.39 6.74 
Unsecured Loans 
(max) 
Nominal 20.0 21.0 30.0 32.0 31.5 30.0 31.75 
Real 7.9 10.3 3.9 14.1 20.7 16.1 17.49 
---------------------------- ---- ------------ ------ ---------------- ----
--= Source: Annual Report, Central Bank of Ceylon, Various issues. 
lReal in t erest rate refer s to the difference between nomi na l and annual innation rates 
Monetary 
Aggregates 
Table 3-2: Monetary aggregates and Causal factors 
(Rs million) 
1979 1980 1981 1982 1983 
23 
1984 
Narrow money (M1) 7669.3 9428.2 10024.4 11759.8 14747.9 16823.8 
Broad money (M2) 15057.6 19860.2 24446.8 30509.9 37256.9 43427.3 
Causal factors 
Domestic credit 
To government 4706.2 11904.6 15667.4 19719.8 20972.1 18164.6 
To private sec. 11082.1 16316.5 20763.2 25247.4 31759.9 35371.8 
External assets 6807.6 3630.7 2940.3 2371.8 3189.6 9964.1 
Source: Annual Report, Central Bank of Ceylon, Various issues. 
with 19 3 and 21 per cenL compared with 1982. The deficit as a ratio of GNP declined 
from 1 per cellt. to 11 per cent. 
In financing the deficit~ 71 per cent v,·as foreign financed in 1984, compared Lo 51 
per cen tin 1983. and domesLic borrowi ngs decli n ed from 52.5 per cen t in 1983 to 19.7 in 
19 <1. Total fi fldIlce :; a v ai lable from market (ba.ll k hnd n Clll- ball k) and non-market ~urces 
amounted t9 19.1 per cent and 0.6 per cent. res pectively in 1984. The shares of non-
marKe't borro\\·ings decreased from 11 per ccnl in 1983 t.o G per cent. in 1984. Borrowing 
from non-market reso urces included utilizaLion of \·ariou s types of deposits with the 
Treasu ry. In foreign financing a higher component. was obtained from loans, while grants 
accounted for a smaller percentage compared 1.0 loans . In 1984 , foreign financing rose 
more than three times as much as domest ic financing. 
'10netary expansIOn has been a lead i ng sou rce of fi nanci ng budget deficits in Sri 
Lan ka. Table 3-4 gi yes evidence that its i m porlance has grow n sLeadi Iy in recent years. 
DOlllestic market borrowing h<l s finallced :W.I per cent of thc' total ddicit in 1978. 
Of the' 30.7 per cent only 2.3 was financc'd b}" eXfJansionary means (bank) in 1978 , while 
Ta bIe 3-3: Financing the National Government Budget 
Sources 1978 
Budget Deficit 7165 
(Million Rupees) 
Share to GNP 7. 18.35 
Financing the Deficit: 
Shares to deficit 
in 7. 
1. Domestic 
financing 
1.1 Domestic 
market 
borrowing 
37.0 
30.7 
1.2 Domestic 
non-market 6.3 
borrowing 
2. Foreign 62.1 
financing 
2.1 Loans 52.9 
2.2 Grants 9.2 
3. Use of cash 
balances 
* Provisional 
0.9 
1979 1980 
8791 16274 
16.81 24.20 
52.1 
39.6 
12.5 
48.1 
32.3 
15.8 
-0.2 
59.0 
60.3 
-1.3 
41.3 
25.3 
16.0 
-0.3 
1981 
14866 
17.58 
45.0 
42.3 
2.7 
55.2 
36.9 
18.3 
-0.2 
1982 
20091 
20.34 
57.8 
49.2 
8.6 
43.7 
26.9 
16.8 
-1.5 
1983 
21606 
18.14 
52.5 
41.5 
11.0 
50.6 
34.6 
16.0 
-3.1 
Source of basic data: Annual report, Central Bank of Ceylon, 
(1980 and 1984). 
* 
1984 
15862 
10.75 
19.7 
19.1 
0.6 
70.7 
50.1 
20.6 
9.6 
24 
* 
1 . 
2. 
Table 3-4: F in ancing the Deficits from Domestic Resources 
(i n percen t ) 
Sources 1978 1979 1980 1981 1982 1983 
Domes tic market 
b orrowing 30.7 39 . 6 60. 3 42 . 3 49.2 41 .5 
1.1 Bank 2 . 3 7.7 43 . 7 26 . 3 19.9 5 . 5 
1. 2 Non-bank 28.4 31.9 16 . 6 16 . 0 29 . 3 36 . 0 
Do mes tic non -
ma rket borrowing 6.3 12.5 - 1 . 3 2.7 8.6 11 . 0 
So urce: Compute d from Table 3 - 3 . 
25 
1984 
19.1 
-16 .6 
3 5 .7 
0 . 6 
In 19 0 the p roportion had increased to 44 per cent. By 1984 expansIonary means declined 
by 16.6 per cent.. 
Financing public expenditure through monetary expansIOn has favourable outcomes 
for economic gro\.\·th only if t.he production of goods and services is feasible in the context 
in increas ing demand. Otherwise inflation is inevitable. 
3.1. 5 Ex tern a l D ebt 
External debt outstanding IS gl\' en In Table 3-5 and shows an increasing trend 
during the past few \'ears. As sho \\/n in the Table 3-5 total external debt increa5ea from 
R -')6~ ­S .) .j J I. mi Ilion (S DR 2060 million) in 19 3 to Rs 59332.2 million (SDR 2299 million) 
in 198 .. 1, and ] 1.6 per (en t increase inS DR terms . As a percen t age of G!\P, outstanding 
external debt fell from 45 per cent Lo 40 per cent between these two years. 
~ri Lanka's olltstanding external debt consists of long-term debt, public sector debt , 
suppliers'credits (including public corporations). IMF drawings and borrowings from 
abroad. It increased fronl Rs 17276.8 million (SDR 853.9 million) in 1978 to Rs 59332.2 
million (SDR 2299.0 million) in 19 4. During the year 19 4 compared to 1983 lon,g-term 
debt increased by 16.6 per cent consisting of an increase in project loans by 32.9 per cent, 
a .J.5 per cent. increase of non-project loan s . which together accounted for 3 .4 per cent of 
LIl(' IOllg-t('rm debt. During 19 4. outstafICJi,lg illdebtness to the JI\l1" decreased by 3.3 per 
C(,lll. \\' hile suppliers' credit declilled by :~1 per celll) both compared Lo 19 3. A. significant 
feature of the composition of external debt in 19 4 was the substantial decline in the 
Table 3-5: Sxt,ernal Debt Out,st,anding 1978-1984 
Rs mi II ion (S 0 R mi Ilion in brack els) 
--------------------------------------------------------------------------------------------------------
Cat.Jory 1 ? 7 J 1 ? 71 1 9:3 Q 1 ? e 1 198 2 198 3 1 '1 e 4 
-- -- -- -- -- -- - - - --- - - ---- ------ -- ---- -- ---- -- ---- -- -------- -- -- ---- ---- ---- -------- --- - - --- ---- - - -- - - - - --
1. lonj-ter~ dabt 
of .. hich: 
1.1 ProJ.ct 1~an5 
1.2 Non-project 
10an5 
1.J I~F Trust Fund 
loan, 
2. Suppli .rs· Crad~'t 
3. IMF Ora loIinQ S 
~. ~An~ 80rrowinjS 
5. Tot.l 
'Z~~3:~) 
~3j~.1 
(23J.?) 
~96/.) (44.3.3) 
-: 7 -:;. j 
(j~ • . ) 
? 91. t.. 
(~?)) 
1 5 4 ).) 
<75.) 
1 ~ 5 • 1 ( 7 .7) 
17276.; ( 3 ~ .; .n 
15340.6 (778.0) 
5569.5 (273.5) 
'::9 ' )0.9 (4.37.2) 
1370.2 ( 67.3) 
3?a.6 ( .. O. n 
n ~~:~) 
6).1 (3. ) 
11239.6 (948.4) 
<l ~~~:~) 
~~~~:~) 
13305;~ (613 • .» 
"137 0 ( 101:6) 
787.6 (36.6) 
':D~.1 (11 •• 6) 
~ 2 i. ~ (1."0 I ) 
'C;~23.1 (1.03.1) 
~9lZ2.~ (1_,-4._) 
923'.8 (,)C7.4) 
17433. } (/31.0) 
"25:)6., (105.2) 
111~.6 (':'6.6) 
5~19.3 (_1,1. 9) 
266. 9 (11.2) 
45372.9 (1519.3) 
~~~~{:?) 
'2451.~ (529.5) 
19545.6 (S31.1) 
2599.9 (11').5) 
9 9 ~. 6 (4 •• 4) 
5J3-3.7 (217.3) 
1 &5 L 2 
C7.3.n 
zfif5:8) 
46025.0 (1753.4) 
19531.0 (746.2) 
23~9). 3 
(.391.5) 
3003. 7 (114.7) 
q 59." I (34.0) 
4370 • .') 
<196.0) 
1873.1 (71.6) 
53657.8 (ZQ60.w) 
53e>SJ.9 
(2)33. 7) 
25971.) 
(1 ·J03.2) 
2~30S.2 (962. n 
2904. 7 
(112. ·n 
Si)~. 6 
<2_.3) 
5J50.J (191.3) 
1 2 • 7 
( Q. 5 ) 
59332.2 
<2299.0) 
-- - - -- - --- -- -- - -- -- - -- - -- -- --- - -- - -- -- --- - - ---- -- -------- --- ---- - ---- ---- ---- -- -- - --- -- -- -- -- -- -- -- - - --
Sou r c e: l n 1'\ u a 1 R ~ po r t" C. n t r.)l eo an k 0 f C1. y 10 1'\" V a rio U $ 1 S 5 U Ii ~ • 
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short-term loan category. This was mainly reflected in bank borrowings abroad , which 
declined from Rs 1873.] million (SDR 72 million) in 1983 to Rs 13 million (SDR 0.5 
million) in 1984. Outstanding drawings from the IMF also decreased from SDR 196 
million in 1983 to SDR 192 million in 1984. Table 3-6 shows the percentage variation in 
the long-term debt outstanding. 
Table 3-6: Composition of Long-Term Debt (in percent) 
Category 
Long - term Debt 
Outstanding 
1. Project loans 
2. Non-project 
loans 
3. IMF Trust Fund 
loans 
1978 1979 
33 35 ' 
62 56 
5 9 
Source: Computed from Table 3-5 
1980 1981 1982 1983 
30 32 36 42 
60 60 56 51 
10 8 8 7 
1984 
48 
46 
6 
The pe rcentage of proj ect loans in the long-t.erm d ebt has increased over the period 
J 97 )- 19 4 compared with commodity loans) which contribute to a higher percentage in 
ch(, long-term debl. The decrease in the percentage in non-project loans may be due to the 
ill (rod union of ne\\' categories of loan s . such as I~1F Trust Fund loans. 
3.2 Exchange Rate Policy 
\\ ' it II tile devaluation of the Pound Ste rli ng by 30.5 per cent vis-a-vis the U. dollar 
III J949. ~ri Lanka had to devalue its R upee (which was linked to sterling through the 
l ndiall Rupee). partly due to balance of payments difficul ties . Sri Lanka's balance of 
pa)' [lIen ts con ti n ued to be In defici t after 1957. The main impact of the govern men t 
oefic i ( \\' as to red uce extern al assets th rough increased money incomes that resul ted in 
higher imports. Foreign exchange required fo r economic expansion was rationed through 
import and exchange cOlltrols that pu s hed up the free market price of foreign exchange. 
Th(' onl. feasible policy was to intensify import and exchange controls by banning the 
ililportalioll of s pecific goods . 
..... rJ Lanka's export performallce was also poor between 1955 and 1967 and exports 
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grew at an annual rate of less than 0.5 per cent. Most of the import substitution measures 
were also unfavourable. Various cont.rols led to an accumulation of profits in the hands of 
importers. As long as the exchange rate was overvalued and interest rates on capital were 
relatively low, it was more economical to import than to develop new industries. 
Eventually, it was felt that it was necessary to correct the overvaluation of the 
Rupee. The Rupee was then devalued by 20 per cent against the US dollar and by 7.5 per 
cent against Sterling in November 1967. But this devaluation was not not enough to 
resto re external balance. The first ever devaluation against Sterling led to further 
measures of depreciation through the Foreign Exchange Entitlernent Certificate Scheme 
(FEECS) introduced in May 1968. The essence of the FEECS was the establishment of a 
dual exchange rate system. Known as t.he FEECS system, this was maintained until 1977 
\",hen a uniform exchange system was reintroduced for the promotion of exports. The 
FEEC raLe was initially fixed at 44 per cent of the official exchange rate, but was raised 
to 55 per cen tin July 1969 and fu rther raised t.o 65 per cent in November 1972. 
As a result of FEECS~ there was a considerable increase in non-traditional exports. 
All individuals \vho wished to make transactions with the out.side world had to obtain 
FEECS from the Central Bank, Producers of non-traditional exports enjoy a subsidy 
under this cheme since they arc cntit lC'd to foreign exchange at the higher F EEC rate, 
where as major exports come under the official rate. which is less than the FEEC rate. 
8:-...c hange rat e adj ustrnen ts became more im portan tIn the process of balance of 
pay 111(:'11 b aft er 1977. On \' ovem ber 15: 1977 the Sri Lan ka Rupee was uni~ and 
dC'\"alued by' almost ] 00 per cent wit h respect to the US dollar, which was the 
intC'[\"cntioll currency. Then th(' Sri Lanka Rupee \·vas unified at Rs 16 per usa; and 
allo\\'t'd to float in terms of demand and supply conditions in the exchange market. The 
unification of the exchange rate in 1971 , \Vhich was accompanied by a large nominal 
dc\" al uation, \Vas ex pected to i mpro\'e ex port crop profitabili ty. Under the new exchange 
rate sy'stem there was no discrimination bet\Veen traditional exports and non-traditional 
ex ports, IIowev er 1 there " 'as an i nd i rect d iscrimi nation agai nst traditional exports 
because of the high export duties that had been imposed on those products. There were 
no x port. duties on non- t.rad i tional prod ucts, The relati vely poor performance of 
traditional exports during 1977- 19 l may ha\' C' been due to this discrimination. After 
19 1. tilC' governmellt rC';-dilc'd that traditiollal exports s hould be given more support and 
r('vi ' ions of t.he export dut i(' ...; OIl t ( ' (-1. rubber and coconut were made, 
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Table 3-7: Exchange Rate Variation 
1978 1979 1980 1981 1982 1983 1984 
Nominal Rs/US$ 15.50 15.44 18.00 20.55 21.32 25.00 26.28 
* 
Rate of depreciation7. (.35) (.38) 16.5 14.1 3.7 17.2 5.1 
Real exchange 123 137 147 139 122 133 133 
rate index 
* Figures in parentheses indicate appreciation of the Sri Lanka Rupee. 
, 
Note: Nominal exchange rate; the data are from the IMF (Rs=US$). Real 
exchange rate is measured by the relative price of tradeables to 
non-tradeables. The wholesale price index, Colombo price index or 
Central Bank cost of living index (unpublished) are usually 
used in empirical work involving the real exchange rate. The 
measure used here is considered to be preferable 
(Deepak Lal, 1985). 
Source: Basic data from International Monetary Fund, 1985. 
Table 3-7 shows that nominal depreciation of the Sri Lanka Rupee during the period 
from 1978 to 1984 has ave raged 10 per cent per annum. Real depreciation should be 
measured by using t he real exchange rate: rat.her than the nominal exchange rate. Most 
empir ical discussions2 of real exchange rate definitions sho'w various v;ay s of measuring it.. 
For ou r purpose, we will use the domestic relati ve price of non- traded (P r\J totraded 
goods (PT ) · as the measure of the real exchange rate. A decrease in the ratio of the 
re lative price of tradeables to non-tradeables implies an appreciation of the real exchange 
raLe, whereas an increase in the ratio implies the reverse. In Sri Lanka during the period 
after ] 9 2 t.he re has been an appreciation of the real exchange rate , compared to the 
period before ] 982. 
3.3 Balance of Payments 
After the large deficit of 1969 , the balance of payments showed an improvement 
durillg the earl y 1970s. The performance of t he balance of payments in 1976 appeared to 
be satisfactory - the deficit on current account declined to Rs 50 million, compared 1.0 the 
2Deepak Lal , 19 5, p. 6 4 
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value of Rs 772 million in 1975, and was the lowest since 1966. Since 1965, the current 
account has had a maximum surplus of Rs 1266 million in 1977, this was due to the 
improvements in the commodity terms of trade. The sharp rise in merchandise exports 
was entirely due to increases in prices of export crops (especially tea prices) of 41 per 
cent. After 1978, the performance of the current account balance turned from a surplus to 
a deficit of Rs ] 032 million and the deficit continued thereafter. 
The poor performance of the balance of payments in 1979 and after was influenced 
by three main fadors. First, a higher demand for imports which arose from the economic 
reforms of 1977. Second, the sharp deterioration in terms of trade. These were in part 
offset by the substantial net increase in transfers and non-monetary capital. The 
introduction of a liberal trade and exchange policy which continued through 1980-1982, 
resulted in a greater deficits in the balance of trade despite a rise in exports. 
Table 3-8 indicates a su bstan tial improvement in the cu rren t account defici t in the 
balance of payments in 1984. This improvement in the current account deficit was due to 
improvements in the terms of trade and to a further increase in foreign private 
remittances. The marked improvement in the trade balance in 1984 also con tri buted to 
the improvement in the current account balance in that year. In 1983, the trade deficit 
was Rs 2016 million and was reduced to Rs 10173 million in 1984. Similarly, there was 
an equivalent improvement in the current account deficit, which was Rs 11122 million in 
19 3 and then declined to Rs 789 million in 1984. The increase in volume as well in the 
prices of merchand ise ex ports during these two years has been the major con tri bu tor to 
improvements ilJ t lit' current accoullt deficit. Export earnings from tea alone increcrs-ed by 
Rs 7469 million and total earnings from merchandise exports increased from Rs 25038 
Il1illion in 198:5 to 11s 37453 million in 1984. l\on-monetar.v capital~ consisting of direct 
in \"{'st men l. pri vate and pu bl ic sector capi tal flows incl ud i ng short-term capi tal, far 
exceeded the balance to be financed. The net outcome of these on t.he capital account 
balance re ulted in an overall surplus in the balance of payments during the years 1983 
and 19 .1. 
Despite improvement in the balance of payments in some years, difficulties with the 
balance of payments in past years have been due to fiscal policy in general and budgetary 
policy in particular. The great investment in social services and producer subsidies and 
t he price Ievcl exerted great. pressure on go\"ernment expenditurc, which weakened thc 
abilit \" of I he govcrnment to manage fiscal policy. Financing the budgetary: deficit froIrl 
expansIonary sources affected the balance of payments, via the increase in imports. 
Year 
Table 3-8: Balance of Payments of Sri Lanka (BOP) 
Rs million 
Overall Current Capital Errors Alloc. 
Balance Account Account and of 
Deficit Balance Ommissions SDRs 
Valua-
tion 
Adj. 
--------------------------------------------------------------------
1975 -400 -772 404 -32 
1976 531 -50 591 -10 
1977 3313 1266 326 41 1680 
1978 1862 -1032 260Q -50 344 
1979 793 -3556 3306 820 241 -18 
1980 -2967 - 10912 6585 495 258 607 
1981 -406 - 8498 7691 188 252 -39 
1982 - 1009 - 11844 10954 5 -124 
1983 340 - 11122 10616 766 82 
* 
1984 7062 -789 8561 -671 -39 
* Provisional 
Source: Annual Report, Central Bank of Ceylon, Various issues. 
- -
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Though the deficit was financed from domestic non-market, domestic market and from 
non-bank sources, expansionary means contributed to an important element to financing 
the budget. 
As mentioned earlier, the deterioration of the balance of payments on current 
account was less marked than that of the trade account after 1975. The principal reasons 
for this were higher earnings from net foreign private remittances and an increase from 
touri s m. Earnings from tourism, which stood at Rs 889 million in 1978, rose to a peak 
level of Rs 3128 million in 1982 before declining to Rs 2896 million in 1983, as a 
consequence of the July disturbances. The change in 1983 was 7.4 per cent less than in 
1982. The substantial reduction of the current account deficit resulted in a improvement 
in the balance of payments, part.icularly . in 1984. It declined to Rs 789 million (SDR 26 
million) from Rs 11] 22 million (SD R 441 million) in 1983. Further, the improvement in 
the terms of trade and the increase in pri vate remi ttances con tri buted su bstan tially to 
thi s improvement which increased from Rs 19 million in 1975 to Rs 7039 million in 1984 
leading to a surplus of Rs 7062 million in the overall balance in 1984. 
Improvements in receipts from merchandise exports and the substantial increase in 
net receipts from private remittances played a major role in finan cing the current account 
deficit after 1975. P riv ate transfers, which were insigni fican t in the early 1970s, have 
become an important factor in the overall balance of paym ents. 
The liberalization in imports in 1977 worsened the balance of payments and the 
flow s of foreign aid \\'as not sufficient to improve the situation. The trade deficir-as a 
proportion of merchand ise ex ports increased from 36 per cen t in 1975 to 81 per cen t in 
19 4. Similarly, the deficit. on goods and serv ices in creased from 34 per cenL to 86 per cent 
during the same period. The deficit in current. account was offset by the vast increase in 
the pri vate remi ttances after 1975. The pri vate transfers (at cu rren t prices) increased 
abou t 63 ti mes as bel ween 1976-19 3 comi ng to con tri bu te 17 per cent of the coun tries' 
foreign exchange earnings in the latter year (Lakshman, 1986, p. ]9). As Table 3-9 shows, 
net pri v aLe transfers con tri bu ted to red ucing t he balance of paymen ts problem after 1975. 
et receipts of for ign exchange, including both private and offlcial transfers, 
increased from Rs 10457 million to Rs 10942 million between 1983 and 1984 were 
su fficient t.o cover nearly 95 per cellt of tIl(' de'ficit of Rs 11731 million, 'which was the 
goods and se rvices balance' in 19 4. This resulteu in a current account deficit of lls 789 
million, to be financed by non-monetary capit.al flows. Actual inflows of Rs 856 ] million 
Year 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
* 
1984 
Table 3-9: Private Transfers in the Balance of Payments 
(Rs million) 
Goods &l 
Services 
-1332 
-598 
654 
-2274 
-6549 
-15453 
-15534 
-20717 
-21579 
-11731 
Private 
Transfers 
19 
56 
122 
342 
754 
2260 
3918 
5494 
6441 
7039 
Official 
Transfers 
541 
492 
490 
900 
2239 
2281 
3118 
3379 
4016 
3903 
Current 
Account 
Balance 
-772 
-50 
1266 
-1032 
-3556 
-10912 
8498 
-11844 
-11122 
-789 
Overall 
Balance 
-400 
531 
3313 
1862 
793 
-2967 
-406 
-1009 
342 
7062 
------------------------------------------------------ ------------
* 
Provisional 
Source: Annual Report, Central Bank of Ceylon, Various issues. 
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of non-monetary capital (private, public capital flows, direct investment and short-term 
c~pital flows) resulted in a overall surplus of Rs 7062 million (SDR 297) in the balance of 
payments. 
As noted in the earlier section, the deterioration of the trade balance was mitigated 
to some extent by favourable trends in respect of receipts in the se rvices account, from 
inward remittances of fund s by Sri Lankans abroad and earnings from tourism. For 
example, private transfers showed a 370 fold increase in 1984 compared with 1975. This is 
a major st ructural change in Sri Lanka's balance of payments. The monetary approach to 
the balance of payments assumes that there are no important changes in the structure of 
a country's international accounts. Simi larly, increase in official transfers during the same 
period showed a 7.2 fold increase, very much lower than private transfers. Th-us, the 
structural changes in the balance of payments were clearly due to the increase in private 
remittances . Thi s indicates that any analysis based on the monetary approach, with its 
ceteris paribus assu m ption , requ ires adj ustmen ts to recogn ise the effects of structural 
changes. 
CHAPTER 4 
MAIN ISSUES IN THE SPECIFICATION OF THE 
DEMAND FOR MONEY 
This chapter briefly spells out the main Issues in specification of the demand for 
money and the general nature of the demand for money, reporting a simple common 
version of the money demand func tion. As part of the process of model specificatIon the 
chapter addresses the issues of se lecting the appropriate variables for the function In the 
presence of alternative specifications. Further. stability 1 ests and the application of the 
heory usi ng the demand function for money are discussed. 
4.1 hnportance of the Demand for Money 
The demand for money plays an important rol e in the literature of monetary 
theory. A. n accurate understanding and description of the mane\" demand equation IS 
essential for the analysis of past monetary policies and for the formulation of 
contemporary and future policies. \Vhen the effectiveness of monetary policy is under 
considerat ion . t he actual estimation of the demand function for money is an unavoidable 
t.ask (Pathak . 19 1). 
There is a substant ial amount of pa L research on the demand for money and 
se'-eral survey pIeces as weill . Kever1 heless . a numher of good reasons argue for 
embarking on another broad empirical effort. For instance . until recently research with 
quarterly data has not been very extensive. ConsequenLly, most of the received wisdom on 
the ~ubject stems from empirical work v.:ith long-term annual data wbose relevance for 
short-term purposes is questionable (Goldfpld. 1973). 
Thi s .cllOn tnes 1,0 determine \,-l1et her the conventional money demand 
formula ion i ~ adequate 10 explain t 11(' llloIletary experience in ri Lanka durin'g the 
1970. For example from the early 197(L- t.he rnonC'y sLock rose rapidly. but so did short-
l('rll1 intere -t rates . Th{' basic is. U{' is \\het her he demand function for money call be 
as,=-ull1C'd by the policy maker ' to be c. sC' lltialh· .-rable in the hort-run. 
1 ee. for example. Da\' id E_ \\' . Laidler. 1969 and John T. Boorman 1976 
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4.2 Issues 
A n um ber of a ttempts ha ve been made to define money on empirical and theoretical 
g rounds . Fri edma n (1959) d efin es money as a commodity that has the ability to explain 
vari at ions in aggregate national income. Fu rthe rmore, the definition of money itself is an 
open questio n. O ver t he past several decades there have been a vast number of studies on 
the demand fo r money . There are two basic aspects that should underline any attempt to 
define money. F irst, money is an asset that economic units wish to hold. Any assessment 
of its ro le m ust be set in t he context of its role as one among several alternative assets. 
That is monetary analys is, including the definition of money, is essentially an aspect of 
portfolio choice theo ry . Second, the role of money in a portfolio is to provide liquidity. 
This tends to make money a residual asset. that is accumulated after other consumption 
demands a re met. It is a luxury good that the income elasticity of demand for money 
should be greater than un ity. Further, money is a composite good. It comprises currency, 
demand deposits, .. . , etc. Therefore any choice of an aggregate to be considered as money 
is largely a p roblem of determining it.s boundaries. The choice between alternative 
aggregates should be based not only on the values of the coefficient of determination for 
alternative demand equations, but also on whether they meet the criterion of indicating 
an income demand elasticity greater than unity. 
Various aspects of the subject have been examined and much of the theoretical and 
empirical work has focused on a few important issues . Among those: the selection of the 
right variables for measurmg the opportunity cost of holding money and the 
appropriateness of income versus wealth as a scale variable are treated as the most 
important variables . Cerlerally, the important current issues and quest ions concernm-g the 
deman d for money deal with the following: 
J. Scale variabL e: \\That is the appropriate scale variable? Income or wealth or 
both and ho\\' should they be defined. If income is the appropriate scale 
\'a riable, then the question arises whether to choose CDP, GNE or NI. If 
\\'ealth is the appropriat,e scale vari ab le. then should wealth be measured 
inclu sive' or exclusivE:' of human wealth. 
2. Interest variable: The absence of detailed empirical studies has an important 
bearing on several issues; among them the role of interest rates in a demand 
function for money. Is the rate of interest an important variable in the 
demand for money as the Keynesians claim or not, as Friedman advocates? If 
it is should it be used for the sho rt-t.erm or long-term or both? Should the 
interest rate be d fined in nominal or real terms? 
3 . . \toney van'able: J low should 111011<'y 1)(' ddilled - inclu sive or exclusive of time 
deposit.s? On t lw basis of explanatory pm\'er. which i the better definition of 
[11 0 n e y. M 1 (c u rr C Jl C Y P lu s cJ e rr I an cJ cJ e p () sit s) 0 r \ 12 (\ 1 J pI u s q u as i m 0 n e y ? ) 
~hould the money demand function be defined in nominal or real terms? 
4. Price variable: How is the real demand for money affected by expected 
changes in the price level? 
5. Stability: Is the demand for money stable over time? If not what causes 
instability in the money demand function? 
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With regard to the scale variable issue, there are two different approaches. Those 
who follow the the transactions theories of money demand suggest that the appropriate 
scale variable is some measure of transactions as current income, whereas portfolio 
theories consider wealth, often proxied by permanent income, as the more relevant 
(Laidler, ]980). In the literature , di scr imination between models with alternative 
opportuni ty cost variables has been based on con ven tional cri teria (significance of 
coefficien ts and goodness-of-fi t of eq uati on s L and not on model specificatioIl' tests 
(Bri ss imis and Leventakis, ]985, p. 482). 
As to the interest rate issue, those who follow the transactions approach to the 
demand for money tend to use short-terrn interest raLes to measure the opportunity cost 
of holding money. Others, those who assess money as part of a general portfolio decision 
process, consider that rates of return on long-t erm financial assets are relevant. 
In specifying the demand function for money; particularly, in LDCs the role of 
credit rationing is an important feature. Kamath (1985), investigated the role of credit 
restraint practised by the monetary authorities in conducting monetary policy as an 
argument in the money demand fun ction. He found that the significance of the interest 
rate variable was negative, and bore out the hypothesi s that it is not a proper arE_ument 
in the demand for money funct.ion. The rationale for illcluding the degree of credit 
restrai n t as a proxy is that observed in teres t rates are not an appropriate argu men t in the 
money demand function, because of in st it utiollal pegging of t.hese rates by the monetary 
au thori ties (p. 503). 
Gupta (1981) has used the a verag(' of bazaaf- bi II rat es as a proxy for u norganised 
money - market rates, but found thelll t.o be ill s ignificant in explaining money demand 
(ci ted in Kamath , 1985, p. 503). Incl us iol1 of t 11(' bazaar- bi II rate in the money demand 
functions used by Kamat.b (1985) a lso re\"('aleo that t hey were not an appropriate 
argument in the money demand funct iOIl. Al l hough other unorganised market series are 
not availabl(', their rol e in the dClllalld for rnonc\' function can be examined if an 
appropriate proxy call be found to account fOf tlwIn. It can. however, be argued that 
there exists a st rong Ii II k bet \\'ecrl orgar I i~('d and u Ilorgan ised cred i t markets which 
enables us to proxy the behayiour of unorganis('d free market interest rates. 
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4.3 The Choice of Definition of Variables 
In arriving at the appropriate definition of variables, the criterion suggested by 
Friedman and Meiselman (1963) is: 
The prec£se empirical definition oj variables should be selected so as to put 
the theory in quest£on £n £ts best light. 
On this basis the se lection of the definition of the variables depend on the highest 
adjusted R2. Meltzer (19G3) argued that the M1 definition of money is as stable as the 
M2 definition of money used by Friedman. Hence, the coefficients of determination (R2) 
for the two regress ion equations Ml and M2 were very similar , and Meltzer concluded 
that M 1 is an equally appropriate defin i tion of money. Chetty (1969) , using a generalized 
CES function , argued that for the U.S. ,the elast icity of subst itut ion between Ml and M2 
is almost unity and the M2 equation gave the lowest mean squared error. As a res ult he 
argued that M2 was a better definition of money. On the other hand , I\1eltzer (1963) 
argued that s ince the demand for money function s using Ml, M2 or M3 2 can ex pl a in the 
variations in GNP equally \vell on th e cri teria of R 2, there is no possi ble way to 
discriminat.e among these definition s of money. Laidler (1969) argued that we could 
estab li sh the defi ni tion of money using the cri terion of sta bi I i ty. Since the broad 
definition of money (\12) explains movements better t.han th e narrow d efiniti on of money 
(M1) with the criterion of a higher R2, th en M2 is a better defini tion of money OVlahajan, 
]9 0). There is t,hu s no unanimity among economists on th<> monetary (omponenL to be 
i ncl uded in the em pi ri cal defi n i tion of money. The con troversy st i II pe rs ists and there is 
no correct defin i t ion of money . For the prese n t purposes, both the narrow concept and the 
broad concept of money have been used separately as empirical measure to di scover-their 
relevance in the developing c;ri Lankan economy. 
\tVith regard to t.he income variable used in the model , G D P and G 0J P have been 
chosen as an appropriate scale variables rath er than weal t h, because of the availability of 
data. As id e from the theoretical emphasis, in co me is often just ifi ed as a proxy for wealth 
on t he grounds of greater data availabilit.y and reliability. The wealth measure is st rongly 
endorsed by I\1eltzer (1963) and Laid ler (] 9G9 L w hi Ie G oldfeld (1973) said that, for 
quarterly data. income is preferable in terms of reaso nableness of adjustment lags and 
predictive ac(u racy. 
III hi s s urvey of lit. e rature of the clernarld for money, Laidler stat.ed that til th e 
2M2 - savings d e pos its and sav ings and Loa ns As!:'ociation sh a res 
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choice between Long-run and shori-run £nterest rates, noihing is firmLy settled (Laidler 
1969, p. 91). In a survey of the time-series eV idence, Feige and Pearce observed that: 
Much of the controversy in the emp£r£cal literature centers around the 
selection of the 'right' set of interest rates to be included as explanatory 
variabLes in the demand function for money. (Feige and Pearce, 1977, P. 444.) 
They a lso mentioned that.: 
On theoretical grounds one wouLd include all possible candidates: the rates 
on bank time deposi t s, savings and loan shares, national savings bank 
deposits, Treasury bi LL s dc. (Ibid, p. 445.) 
In the ana ly sis here the interest rate chosen is the 12 month commercial p ank's 
deposit rates on fix ed depos it , as it ' is probably the most representat iv e rate for the 
opportunity cost of money available in the Sri Lankan d ata. 
The role of inflat ion in t he demand func t ion is another cont ro ve rsial issue. It is 
clea r that the price variable takes the effect of inflation into account on the assumption 
that cu rrent infl at ion rates are expected to persist in the fu ture. In most cases inflationary 
expectations a re already reflected in the nominal interest rate and thus will directly affect 
the demand for money. In t he studies of hyperinflation in many count ri es, Cagan (1956) 
argued that the quant ity of real cash balances tends to decline \\-ith high inflation rates. 
The variation in the ant icipated inflation rate changes the real cash balances in 
hyperinflation, according to hi m. 
The inclusion of the in terest raLe variable in the mone\" demand function In 
de\-e loring -economies is decided on the nature of financial market and the physical assets 
in \yeallh ( Kamath. 1985). People like to hold money because because it is a way of 
storing \-alue. vYhen prices are expected to increase, people tend to keep their assets in the 
form of physical assets as money as a store of value depreciat es. This is associated with 
t he lack of other fi nancial assets in developi ng economies . The low level of per capita 
ron su rnpt ion and the toLal weal th in the form of real assets ill de\-eloping countries reflect 
the importance of tIle inflation variabl e as one of the relevant opportunity cost of holding 
money (ci t cd in t\ amath 1 19 5). Changes in t he consumer price index for Sri Lanka can 
be used as a proxy for xpected infl ation on the assumption that current inflation rates 
are expected to persist ill the fu ture. 
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4.4 C hoos ing the Functional F orm 
The demand for money literature IS dominated by three functional forms. Some 
studies employ a linear-additive functional form, which assumes that the marginal 
changes .in the demand for money due to unit changes in the independent variables are 
constant, while allowing for changes in elasticities of money demand over time. Others 
utilize a log-linear demand function, thereby assuming that elasticities of demand for 
money ren1ain constant over time, while allowing for changes in marginal effects of 
independent variables on the demand for money. The rest use a linear-non-additive 
functional form, allow ing both marginal effects and elasticities to vary over time. 
In the present study, only the log linear functional form has been used as it allows 
some of the important hypothesis inv~lved to be tested easily and also assumes constant 
elasticity over time. Some argue that the best way to determine the most appropriate 
choice of functional form is to allow the data to determine the form by the use of a 
likelihood ratio test, as suggested by Box and Cox (1964). Zarembka (1968), employing 
this approach to the demand for money; found that the log-linear form was more 
appropriate than other forms, \""hen real currency plus demand deposits were regressed on 
') 
real income and the short-term interest rate'"'. 
4.5 E st in1ation Procedu re 
The single equation est.imation method has been lI sed, th e reby implicitly assumIng 
that the i ndependen t variables are exogen ousl.\' deter mined, in the sense of being 
independent of the error term in the demand for money equation. Reverse causation from 
money to income) int.erest rates and other \'ariables would violate this conditiali. The 
results were obtained with Ordinary Least Squares (OLS), USll1g second order 
autocorrelation technique to adjust for serial correlation. The es timates were then checked 
for stability by re-estimating the equation s for a number of different sub-periods and 
applying the Chov.' test for structural changes. Functional form s were used both for M1, 
~12 and GNP, G D P . Further, the model underlying the empi rical work is based on the 
assumptions that the money market is in equilibrium and the country is a price taker. 
Finally the determinants in the equation are consistent \\'ith the hypothesis that they 
explain the demand for money. They are inconsistent with the logical possibility that it is 
a money supply equatioll. 
3Cited in Feige, E.L and Pearce' , D .h 1977 
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4.6 Forn1ulation of a Basic Monetary Model 
4.6.1 Specification of the Demand for Money Function 
The money demand function for Sri Lanka can be formulated In the following form , 
basically adopting the Nasution model 4for Indonesia. Accordingly, the demand for money 
func tion may be written as 
(4.1) 
where, Mt = demand for money in period t 
Yt = expected (permanent) income in period t 
Rt - interest rate in period t -
Pt - expected permanent rate of change of prices in -
period t 
Ut = error term 
Following the conventional model, the following equations were estimated USing 
Income, interest and price variable in various combinations as affecting the demand for 
money. 
Ml - f ( YGnp ' R Pt ) - n' 
Ml - f (Y GNP ' Rn , P t ) -
M2 - f (Y GDP ' Rn , P t ) -
M2 - f (Y GNP ' Rn , Pt ) -
Both dcfini tions of money 1\11 (the narrow defi ni tion) and M2 (the broader 
definit.ion) as well as the GOP and GNP were used. Later on demand for money equations 
were estimated using both nominal and real terms. 
The quantity theory rests on a distinction between the nominal quantity of money 
and the real quantity of money. The nominal quantity of money is the quantity expressed 
in " .. ' hat ever units are used to designate money. The real quantity of money is the 
quantity expressed in terms of the volume of goods and sc>rvircs that the money will 
purchase. 
-1 See 1 A n war :'\ as u l ion 1 1 9 3 
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There is no unique way to express the real quantity of money. One way is to express 
it In terms of a special standard basket of goods and services (Friedman, 1970, p. 194). 
This is being implicitly done when the real quantity of money is obtained by dividing the 
nominal quantity of money by a price index. In this study, the real quantity money is 
calculated using the consumer price index of Sri lanka. For a linear estimation, we may 
rewrite equation (4.1) by taking the logarithm, as 
(4.2) 
Coefficient a 1 is expected to be positive while coefficients a 2 and a 3 are expected to 
be negative. 
The logarithmic form for both definitions of money can be expressed In nominal as 
well as in real terms. 
4.6.2 Norninal and Real Money Delnand Equations 
The nominal and real demand fu nction for narrow money (~11) is shown with the 
combination of gross national product, interest rate and expected inflation variables. For 
convenience only one possible combination is shown for both nominal and real functions. 
f.lominal: 
Real: 
/\11 
In . p = lnbo bJlnRGNP + b2LnRr 
where, 
Ml = currency + demand deposits 
GNP = gross national product 
RGNP - gross national product in real terms 
Rn - commercial bank's 12 month deposit rate 
Rr = real interest rate 
P - consumer price index (Colombo town 
cost of living 
index 1952= 100) 
(4.3) 
- (4.4) 
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The regressions were calculated for both linear and log-linear forms. However, the 
linear regressions were inferior to the log linear ones. In all the eight cases real and 
nominal, usi ng M 1 and M 2' the interest rate variable, as ex pected, has a negligible, 
insignificant impact on the demand for money in Sri Lanka. 1L showed that the interest 
rate was not an appropriate argument in the money demand function. 
Further modification was done of the demand for money equation by the 
introduction of the credit restraint variable. As discussed in Chapter 3, credit ceiling~ as a 
component of the monetary policy would have been a reason for inclusion of the credit 
variable in stead of t.he interest rate. According to the argument about the credit 
restraint variable as a proxy for interest rates in the demand for money equation, the 
demand for money function \',:as reformu Jated. Kamath (] 985) showed that the degree of 
credit rest raint. would , a priori, constitute an import.ant explanat.ory variable in the 
money demand function ill developing economies and could provide an important means 
of analy ing the transmission of monetary policy (pp. 504-505). \Vhen credit is tightened, 
the incom e velocity of money would also tend to increase, leading to a decline in the 
money qu ant ity demanded. This would imply that the degree of credit restraint could 
seryc as a proxy for unorganized market interest rates. 
Con sequently, it is possible to reformulate the money demand function (1) for Sri 
Lan ka adopting I\ amaLh's model. 
where, 
Ct - index of the expected degree of credit 
restraint during period t 
Vt - error term 
Other variables have the same meaning as in equation (4.1). 
(4.5) 
The reforrnul at.ion of the demand for lllone.v function represents an important 
cxtensioIl to equation (-1.1) because t.he use of thc credit rrs traint variable C
t 
is intended 
to prox~' the int.erest rate variabl(> ill the JIlotte\ drflland function when organised free 
rates arc unobservable. 
44 
4.6.3 The Choice of the Proxies for Credit Restraint Variable 
The above extended demand function for money (4.5) suffers from the difficulty 
that observations of the credit restraint variable cannot be directly obtained from the 
time series data. However, the degree of credit restraint may be reconstructed from 
available time series data on theoretical grounds. A number of proxy variables for the 
degree of credit restraint have been suggested in the literature5. For Sri Lanka, since the 
interest rate was not an appropriate argument in the function , three proxies were used for 
the degree of credi t restrain t variable in place of the interest rates. 
C = (DCdYt) = net d01nestic credit of the banking 
system to inc01ne ratio;6 
C 3 (iJ.DCd DCt_l ) = rate of d01ne st1'c cred£t expansion; 
C4 (RMd DCBt ) = rat1'0 of reserve money to net 
dornestic credit of commercial banks. 
The rationale for the use of C is that it expresses credit restraint In relative terms 
against economic activity. The rate of domestic credit expansion is predicted on the 
grounds that a change in the domestic credit expansion reflects the intentions of the 
monetary authority in regulating credit expansion and, hence, the cost of credit. The 
third proxy is equivalent to the reciprocal of the credit multiplier. The rationale for using 
the third proxy is that as the degree of credit restraint increases the credit multiplier 
dpcreases. Thus the modified demand function for money can bp formulated as in the case 
of simple specification shown in equation (4.5). The equations with different combinations 
of credit restraint variables are shown in Appendix A. 
4.6.4 The Role of Expected Inflation 
The significance of the expect.ed role of inflation as a factor influencing the demand 
for money is a much discusspd issue. This section explores another important variable in 
t he demand for money funct.ion - IJr)CPS - and particularly investigates whether 
inflationary expectations have an independent role to play in the demand for money 
function. Even at the theoretical level, this question is controversial. In theoretical 
writings on demand for money functions in the Chicago tradition, money serves as an 
5mos t of the e are discussed in \V ong (1977) 
6cland c2 arc defined as the rati o using G~P and GDP respectively as lTIcome. C1 = DC j G TP , 
c2= DC / GDP 
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alternative for physical goods, and the expected rate of price change is given a prominent 
role (Friedman, 1956). Following the importance - of this inflation component in the 
demand for money function, an expected rate of inflation is defined by CCPI in the model 
using the change in consumer price index. 
4.7 Testing the Stability of the DelTIand for Money Function 
The change of Government in 1977 splits our period as the basis for the stability 
test. As Lakshman (1986, p. 6) indicates: 
It is instructive to breakdown the period of Sri Lankan experience fro m 1970 
to 1985 into two epochs in this regard with 1977 as a di viding line. The policy 
reforrns of 1977 have been a.ble to produce clear signs of a different 
de velopmental path compared to period before 1977. 
The stability test chosen is the Chow test, which tests whether a set of regression 
coefficients remains the same between the two data se ri es. The null hypothesis is that no 
structural changes have occured. When a comput.ed variance ratio is greater than a 
critical value (determined by the significance level and degrees of freedom) the null 
hy pothesis is rejected that the demand function has been stab le. 
The use of the Chow test has substant ia l economic interest (Clinton, ]973 p. 58) . 
He indicated that the question of stabi lity over time for the estimated parameters of the 
demand for money has implications for these areas. 
The interpretation of historical data 
Economic forecasting 
Monetary policy 
The only way to test the forecasting ability of an equation I S to see how well it 
wou ld have forecast in the past. Th is can be done by observi ng pred ict iOIl errors for two 
different sub-pe ri ods. This is s imilar in principle to the Chow U's t and therefore it is not 
necessary t.o apply both t.ests 7. 
It is also necessary t.o decide which coefficients are to be included in the Chow tes t. 
Th us, we wan t tot est whether the t\VO esti mated relationsh ips ill two d i fferen i s u b-
periods differ sign ificantly or not. In case where the relat.ion s hip is challging tile 
coeffi cient. \\·ill differ from one another. 
/ 'orne prelilllinary extr apo lat.i ons of this kind to 1971 show con s Is t e n cy wilh o ur co nclu s io n s 
from the Chow Lests. C linton, 19 73 
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The demand function for money was estimated for the two sub-periods chosen from 
the periods 1958-1977 and 1978-1984. In general, the equation was in the form 
(4.6) 
Hav ing est imated the function for two different sub-periods these propositions were 
examined. 
Does the demand function for money shift over time? For example if the 
intercepts of the estimated function for the sub periods were a
o 
and 
b , then whether a # b ; 
o 0 0 
Does the income elasticity of demand for money change over time? If the 
coefficients of income are al and bl for the two sub periods, then .-
whether a l # b l or is the diffe~ence significant? 
4.8 Application of the Theory using the Estimated Denland Function for 
Money 
The monetary base id ent ity was discussed in Chapter 2 and takes the notational 
form of 
(4.7) 
where; 
D is the domestic component 
R is an international component 
Por convenIence, hereafter FA (foreign assets) \-vill be used in stead of R in defining 
l he in Lernat ional com ponen t in the monetary base. Monet,arist Ii teratu re i ncl udes l h ree 
spec ific formulation s of adjustments in the money market. Two of the model s relate to 
fixed exchange rat.es and the third to floating rates (Kreinin and Officer , 1978 , p. , 7). As 
men t ioned I n the Chapter 2 the fi xed rate model \" lews balance of pay men ts 
disequi libriu m as a change in stock, rather than a flow variable, as a discrepancy between 
the stock demand for and the stock supply of money . In line with the monetary-base-
effect concept of the balance of payments, the money concept that applies to the 
monetary base is rvl1 or 12. Monetarists postu late that there is alway s a tendency 
towards stock equilibrium in t he money rnarket, that is the toward equality between the 
stock demand for money (l\ ld) and the stock supply of 1110fley (l\\). Tile latter is 
generated by the equation 
Ms = m(D + FA) 
Therefore money market equilibrium is described as 
FA) 
since Md = Ms by definition. 
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(4.8) 
(4.9) 
Changes in the demand for money (Md) and in the domestic component in the 
-
monetary base (D), with a constant money multiplier (m), are the components that can 
pull the money market out of equilibrium . They lead to changes in the international 
reserves (FA) of the monetary base. Converting the equilibrium conditions in equation 
(4.9) to a change in stock v·;e obtain 
mL'l FA = L'l A1 d - rn ~ D (4.10) 
Changes in domestic cred i t (D) or In money demand can occur In the economy. 
These changes give rise to an excess stock demand for money [L'lMd and mL'lD]. The 
equilibrating factor that rest.ores stock equilibrium of money demand and supply IS a 
change in FA. Demand for money can be satisfied either from domestic or international 
sources. Thus, if the demand for money rises while the domestic component of the 
monetary base remained unchanged. the excess demand would be satisfied by an Increq,se 
in the international component. This constitutes a balance of payments surplus. In 
general, an{ change in the domest ie component of the monetary base different from t.he 
desired change in mon<"y is u It i rna t ely offse>t by' an eq ual and opposi te change in the 
international resene component through th€' balance of payments. This method was 
employed in test i ng the theory usi ng the stable demand f u netion for money, the mai n 
assumption of the monetarist propo ition. In the analysis, FA is defined as net foreign 
reserves of the monetary su rvey. 
The effect of the adjustment process in the money market then was anal. z_ed by 
looking at the changes in t he> balance of payments components. Therefore to analyze the 
impact of the FAt hrough credit creation a decomposition of t.he balance of payments was 
d OJ) e, t. h is high Ii gh t s eh (' aff('c t cd co rl1 po r len Ls l hal are assoe iat cd \V i til monetary 
expanSIOIl. 
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CHAPTER 5 
EMPIRICAL ESTIMATION AND EVALUATION OF THE MODEL 
Empirical results of the demand for money (Ml and M2) are reported in this 
chapter using alternative specifications of income, interest rate , price and credit variables, 
using reg ression models developed in the previous chapt.er. Stability tests are then 
discussed usi ng the most appropriate (best- fi t ) functional form s [or two d ifferen C su b-
periods. Test ing the theory of the approach is discussed after d iscussi ng stabil i ty tests. 
The fin al sect ion of the chapter highlights some diagnost ic checks for testing possible 
model specificat ions, these are useful in explaining the problems involved in estimating 
the demand fun ction for money in Sri Lanka. 
5.1 E1TIpirical Results 
5.1.1 E1TIpirical Definition of Money 
As mentioned in the previous chapter the money demand equation \vas defined in 
!lominal and in real terms, and estimations were perforIlIed for eight different 
combin ations, using Ml and M2 definition s of money. In all the four nominal demand 
equat ions we found that there was no significant difference in explanatory power between 
the I\11 and M2 defini t ion ::; of money. In terms of the real demand equations, the M2 
defi n i t ion of money was a sign i fican tly Getler defin i lion of mon ey. 
5.1.2 En~pirical Definition of the Scale Variable 
The scale vari able used in the analysis takes the form of Cross l\ational Product 
(GNP) and Gross Domest ic Product (GOP). It was sho \v n that the definition chosen 
effects the outcome sign ifi cant I)'. Therefore. a scale variable was chosen so as to obtain 
t.he best explanat.ory power for the demand for money. Generally' , for both money demand 
fu nctions (nomi nal and real)' GNP was the most appropriate scale variable for M 1 and 
M2. In some cases (. 11 with GOP in the nominal ('quation) GOP was slightly better than 
G~r. ll owever, the difference was in significanl. 
The se lection of the best equation should be made on the basis of statist ical 
procedures and theoretical grounds. Thf'refore. the analysis ('Jllphasizes ",,·hat is the most 
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appropriate income determinant of money demand and interest rate which makes the best 
estimate of the opportunity cost of holding money. To answer the above issues all possible 
combinations of regressions were estimated. From the equations that were estimated, only 
eight equations were efficient in presenting the results. The function was then chosen 
which gave the best statistical fit and with the most appropriate definitions of income and 
in terest rate variables. 
Linear and log-linear functional forms were used in estimating the demand for 
money. Since the linear ones appeared to be inferior to log-linear ones, it was decided to 
use only the log-linear fonn. 
Befo re discussing the resu lts of the model , it will be worthwhile to examine whether 
differences in the definition of variables introduce any changes in the estimated 
parameters . These parameter estimates are summarized for income, interest rates and 
prices for different definitions of money. The results are shown in Table 5-1; Table 5-2 
and Table 5-3 for Income 1 in terest rates and pnce variables res pecLi vely . The 
com bi nations used arc gi ven below, 
1. Money - f(income) 
2. Money - f(income, short-term interest rate) 
3. Money - f(income, short-term interest rate, price level) 
Given the narrow and broader definitions of money used in different combinations, 
Llle income elasticity parameter for 1'\1'12 was greater than ivl1 . 1'hi s is consistent \-\Iith 
recent Sri Lankan experience where there has been a shift in liquid asset holdings from 
currency and demand deposits to time and savings deposits. Therfore, Iv12 is on logical 
grounds a bet ter representative of liquid asset holdings than M 1. lL follow s that the M2 
definition of monev would be superior to Ivl1. The higher estimated income elasticities of 
12 are consist.ent with this view on the assumption that money is a luxury good. 
Further , the income elast icity parameter for nominal equation s with tv12 was greater than 
the nominal equations with M1. A s observed in Table 5-1, out of the 20 cases of estimated 
parameters on Iy 10 were greater than uni ty, thereby indicating t.hat there were no 
(,[OllOlJlies of scale for holding cash in t.he long-run. It is \\·ort h noLillg that the lowest 
income e!asticitv estimated was 0.632 and the highes t 1.09G. 
Table 5-1: Magnitude of Income Elasticity Parameters Across Money 
* 
A. With M1 
Definition of 
Money 
Non~inal : GNP 
GDP 
Real: GNP 
GDP 
B. With M2 
Definition of 
Money 
Non1inal: GNP 
GDP 
Real: GNP 
GDP 
Eq. No. 
1 
0.818 
0.810 
0.654 
0.642 
1 . 045 
1.033 
1.096 
1.068 
Demand Equations 
Eq. No. 
2 
0.729 
0.747 
0.643 
0.632 
1.024 
1.015 
1.087 
1.058 
Eq. No 
3 
0.739 
0.756 
1.031 
1.028 
* All the elasticity parameters reported are statistically 
significant at 99 per cent confidence level. 
Table 5-2: j\lagnitude of Short-term Interest Elasticity Parameters 
* Across the I\1oncy demand Equations 
Nominal Equations Real Equation 
2 3 3 
With Ml definition 
GNP 0.108 0.107 0.016 
GDP 0.079 0 . 075 0.016 
With M2 definition 
GNP 0.026 0.028 0.009 
GDP 0.024 0.020 0.009 
* None of the estimates are significant . 
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For all the equat ions the algebraic sIgns of the estimated interest elasticity 
5] 
parameters were positive, contrary to expectations. Further , none of them were found to 
be statistically significant. The numerical value of the estimated parameters were all very 
small, thereby implying that short-term interest rates have very little effect on the 
demand for money. The highest value was 0.108 and the lowest 0.009. 
Table 5-3: Magnitude of Price Elasticity Parameters Across the Money 
* Demand Equations 
Nominal Equation 
3 
With Ml Definition of Money 
GNP -0.0016 
GDP -0.0011 
With M2 Definition of Money 
GNP -0.0015 
GDP -0.0019 
* None of the parameters are significant. 
The general concl usion is that the pnce variable (i n flat iona ry ex pectation s ) has no 
im pact on the money demand equation. Though the esti mates had the ex pee ted sign s , 
they were all statistically insignificant. Prices in Sri Lanka move in such a \vay that 
people have expectations of large prIce movements. Therefore, the expectation s do not 
change as predicted in the model. 
The resu lts of the money demand equat ion s in nominal aIld real terms are reported 
In Tables 5-4 and 5-5 respect ively. In these tables different income variables (Y), G:'\P 
and G DP are tested, together with Ml and ~12. The short-term interest rate (R) and the 
change in prices (CCPI) are also included in the model. 
f-t egress ion resu lts in Table 5-4 conforlll to our cxpC'ctatIOIl S with res pect t.o s ign s . 
except in the case of the interest rate variable. Overall , there i virtually no difference ill 
Table 5-4: Nominal Money Demand Equations 
(In M = a + b In y# + C In R + d CCPI) 
Dependent Intercept 
variable term 
Elasticity Coefficients of 
GNP GDP CCPI 
1. M1 0.553 0.739 0.107 -0.0016 0.9938 
( .839) (8.790)* (1.120) ( .533) 
2. M2 -1.708 1.031 0.028 -0.0015 0.9967 
(2.940)* (14.120)* (.329) (.750) 
3. M1 0.402 0.756 0.075 -0.0011 0.9932 
( .576) (8.590)* (.742) (.366) 
4. M2 -1.715 1.028 0.020 -0.0019 0.9961 
(2.839)* (13.700)* (.235) (.950) 
D.W. 
1.856 
1.870 
1.884 
2.003 
--------------------------------------------------------------------
Note: Figures in parentheses are t values 
# Y is defined as GNP or GDP in each equation 
* Significant at .01 per cent confidence level 
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t.he exp lanatory power (R?) between the M1 and 7\12 definitions of money, although M2 
performs marginally better than M1 (the difference is not significant) . Therefore, we can 
conclude that both the M1 and 7\12 definitions of money are equally important in the 
nominal money demand equations. The other inferences that can be drawn from Table 5-4 
are discussed in the following section. 
Regress ion results show that income is the only significant argument in the demand 
for money [unction. The coeffic ient for the income variable is highly significant (standard 
errors are very small) . For both narrow and broader defin i lion of money, th e sim pIe 
classical version of the demand for money, with income as the only det.erminant of money, 
s('erns to p('rform as well as any other complicated equation. It is evident that income 
variables (G .\P. GOP), as expected, have positive signs and magnitudes. It also shows 
that t he interest rate variable is statistical ly insignificant and its coefficient had a positive 
s ign, contrary to expectations. In te restingly enough, the interest rate is statistically 
in ignificant in its effect on the demand for money, for both 7\11 and M2. The interest rate 
res ults tend 1.0 su pport t.he Friedman hypothesis that the elasticity of the demand for 
mOlley with respect to the interest rate is insignificant. Thi s may renect the fact that 
officially recorded int.erest rates tend to be innexible as well as the fact that lit tle 
irlformation is available 011 the activity of the non-inst itutional lenders. 
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Inclusion of changes in prIces (CCP I) leads to increases in magnitude of the income 
elasticity. The behaviour of the price elasticity parameter, as expected, had a negative 
sign and a numerical magnitude which was statistically insignificant. This shows that, 
from a strict transactions view of the demand for money, the variable measuring 
anticipated inflation seems to have no rol e. This result is to be expected in a country like 
Sri Lanka which has ex peri enced high rates of in nation (bu t not hy perinflation) in recen t 
years. Relatively small changes in inflation rates should not be expected to alter 
ex pectations regarding the general level of f u tu re inflation. 
Thus, an overall conclusion that emerges is that the classical version of the demand 
for money seems to be a better model. Fu r the r, inclusion of the interest rate and price 
variables does not seem to improve the exp lanatory power. This is in line with the general 
notion that people in developing countries, where there is no highly developed financial 
system, are not sensitiv e to changes in inLerest rates. Further, people are used to the 
inflat ionary effects such t hat they do not Lend to change their expectations much. It is 
also cl ear that both definitions of money explain variations in the demand for money in 
Sri Lanka. Further, Durbin- \\' atson statistics show the absence of serial correlation of the 
disturbance terms in both nomi nal and real demand equations. 
Table 5-5: Real rdoney Demand Equations 
Dependent 
variable 
1. M1 
2. M2 
3. Ml 
4. M2 
Intercept 
term 
Elasticity Coeffic ient s of 
-0.182 
( .725 ) 
RGNP 
0.643 
(11 . 9 07)* 
-1.772 1 .087 
(8.949)* (25.880)* 
-0.160 
( . 590) 
- 1 . 695 
(5 . 804)* 
RGDP 
0.016 
(1.770) 
0.009 
(1.285) 
0.632 0.016 
(10. 896) .( 1 .777) 
1.058 0.009 
(16 .531)*(1.285) 
Note: Figures in parentheses are t values 
# Y is defined as RGNP or RGDP in each equation 
* Significant at .01 per cent confidence level 
D.W. 
0.9584 1.911 
0.9892 1.840 
0.9579 1.955 
0.9868 1.995 
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Table 5-5 shows the results pertaining to the real money demand equations for both 
definitions of money. The following can be inferred from them. 
Similar to the nominal demand equations, the only significant variable was the 
income. Introduction of the real interest rate (changes in prIces have been taken into 
accoun t) does not seem to improve the ex planatory power of the model. It is also clear 
that the interest rate variable is statistically insignificant and its coefficient had an 
unexpected positive sign. Interest rates are an opportunity cost of holding money, when 
they go up, demand for money is expected to fall. 
In general, the magnitude of the income elasticity parameter exceeds unity with the 
M2 variable. With the Ml variable it i's less than unity. However, both the explanatory 
variables jointly explain about 0.97 per cent of the variation in money holdings for both 
Ml and M2. Note that the value of R2 increases from 0.96 (when the narrow concept of 
money is used) to 0.99 per cent (when the broad concept is used). As mentioned earl ier, 
the income elasticity of M2 is greater than unity which implies equivalent changes in 
income and money demand. ~10ney can be regarded as a luxury good in the Sri Lankan 
economy. Further) this featu re of ) ncome elastici ty strongly supports the monetarists 
contention that the quantity theory is a theory of demand for money. 
5.2 An Extended Money Delnand Function 
The inclusion of the interest rate variable in the model appeared to be inappropriate 
due to the insignificance of the function. Therefore, a proxy for the in terest rate was 
introduced into the model. Both definitions of mon ey stock (M 1 and M2) were used with 
income , change in prices and the various credit. rest raint variables \vhich were used as a 
proxy for the in Lerest· rat.e , as al ready d isc ll ssed in Chapter 1\. All t he regress ions were in 
log-linear form. 
The use of this credit variable by other aut.hors 1 has shown t,hat the interest rate is 
s tatistically insignificant. and has the wrong sign in the function. One reason for this could 
be that the bank rate used in the analysis may not. be amenable to frequent change, since 
it is a politically sensitive variable. 1n Sri Lanka, the bank rate has not varied much in 
the period considered by the stu dy . Th e other reason for the less variation in interest rate 
could be that the central bank uses it as a stabilizing instruments in monetary policies. 
The bank rat.c ' is, th erefore , likel .\' to be a very poor \'ariable in the model. 
lCited in Kamath , 1985 
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All the possible combinations of credit. restraint variables were included in the 
model. Altogether 12 combinations with both definitions of money (other variables in the 
model are the same except interest rate) were estimated using various proxy variables. 
The various combinations are shown in Appendix A. 
Results showed that the income variable was a significant variable in the model, as 
In other models disc ussed earlier. The income elasticities were not very different from 
unity (in some cases they were greater than one and in some cases less than one). For the 
M2 definition of money the income elasticity parameter was slightly higher than unity 
and all were high Iy significan t. The proxy for the in terest rate (credit restrain t variable) 
did not appear to be a true proxy. Except in one case, all the equations had the expected 
sign. As the ratio for proxy variable increases it implies a fall in interest rate, which in 
turn indicates that there s hould be an in c rease in demand for money. 
As with prevIOus models the price variable had a negligible effect on the function. 
Of the 12 equations. 7 and 8 (with t.he M2 definition of money) were best. Further, the 
I\12 equations seem to ha\'e a high er in come elasticity magnitude than for Ml. Between 
equation 7 and 8 (given in Appendix B) t he equation with GNP was chosen temporarily 
as t he best one. It was clear that the chosen function was unstable, due to the effects of 
the credit rest raint variable, used as a proxy for in terest rate . Therefore~ the decision was 
made t ha t the c redit rest rain t variable was not a suitable proxy for the interest rate 
variab le. This tends to suppo r t Friedman's argument which was confirmed in the earlier 
models in Table 5-4 and Tab le 5-5 that the interest rate is not an important argument in 
t he model. 
T o ach ieve brevity in reporting t.he resllits obtained for the real demand equations, 
equat Ion with different credit proxies have not been illcluded in the analysis. The 
inclusion of the lag \'ariable in the model showed curious re ults and it was decided not to 
i ncl ude them in l he d iscllssion. \V e fou nd a high co rrelation between dependent variable 
and lagged depend en t variable resu I ti ng in allot her variables becomi ng i nsignifican t. The 
resu I ts \\-i th the d i fCeren t proxies of cred i t and lag (>rr cct were not considered reasonable. 
5.3 Selection of the Detennillants of the Money Delnalld Equation 
Considering only the equations ill Table 5- -1 and Table 5-5~ the aim was to choose 
the best-fit function for money. It \\-a s ho\\-c\'cr not poss ible t.o makc the deci s ion on the 
basis of the coefficients of cleterrl1inat ion n2 or adju s ted coefficients of determination 
I R:2 ' . si nee all of the eigh t eq uaLion yield al rnost identical resul ts. In choosing the most 
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appropriate equation, real money demand equations In Table 5-5 had a similar 
explanation to eq. 2 and 4 in nominal equations. Although, it can be considered the best 
equation, in order to include the effect of the price variabl e in the model, the best 
function was chosen from nominal equations. 
It can be seen that M2 is a better definition of money in terms of R2 (not t he only 
important criterion but often used in analysis) and we can choose the better of two 
equations. Examining equations 2 and 4 in Table 5-4 shows that equation 2 has a slightly 
higher R2 (.997) than equation 4 (.996). However , there are other factors that should be 
considered in choosing the most appropriate equation. First, note that the" t" statistics 
for GNP are higher than GDP. Moreover, GNP takes private remittances of people 
working abroad into account, it is considered as a bet te r definition of income In the 
economy than CDP. Interest rates and price variables are in cluded in much of the 
theoretical literat ure and they have been retained in the model used here largely to 
indicate their in significance in the Sri La nk an s ituat ion. 
On the bas is of the argument of the interest ra te and the effect of price levels in the 
model, they can be treated as variables which are noL impor tant in a demand function for 
money in an economy lik e Sri Lanka. Thi s, imp lies that demand for money is almost 
entirely a functi on of income and is insens itive to changes in int.erest rates or prIces. 
Further. withou t a highl y developed fin ancial syst.em it is reasonab le enough to expect a 
minimal impact of t hese two a rguments on the demand function. Hence , the following 
equation was se lected as the most appropriate (best-fit) function on both theoretical and 
stat ist ical grounds. Further, sin ce Sr i Lanka ha.s experienced steady inflation, changes in 
expectation are ve ry small. The average raLe of infl ation (change in Colombo Consumers' 
P ri c e In d ex) d uri n g the per i 0 d 1 958 - 1 97 7 was 3. 5 per c e n t r e r an n Ulil, i n co n t r as t to 15. 1 
per cent in the period 197 -19 4. The rate of price inflation was vC'ry high after the period 
197 ,e~pecially in 19 0) 19 1 and 19 4. 
In M2 - -1.708 + 1.031 lnGNP + 0.028 lnRn 
(2.940)(14.120) (.329) 
R2 = .9967 D.W. - 1.870 
SER - .060 
Note: Figures in parentheses are t value s 
0.0015 CCPI (5.1) 
( . 750) 
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5.3.1 Some Implications of the Chosen Model 
Having obtained the best estimates of the money demand parameters, it is useful to 
evaluate the implications of the estimates briefly. The main implication derives from the 
magnitude of income elasticity. The income elasticity value of more than unity (we 
obtained 1.031) showed that the secular trend in monetary velocity is constant. The 
reason for this is that, s ince interest rates do not change very much in the long-run, 
changes in income are the only factor which leads to changes in the quantity of money 
demanded. 
The Figure 5-1 below shows the actual and estimated demand for money for the 
whole period. 
Saini showed that Sri Lanka has a constant secular trend In velocity (1982, p. 881). 
Velocit.y levels were defined as, 
Velocity 1: (VI) - GNP/MI 
Velocity 2: (V2) - GNP/M2 
Figure 5-2 and Figure 5-3 show the trend In velocity of circulation fot both Ml and 
\12 respectively. 
Thu , it seems that the Sri Lankan mcome elasticity of money demand IS slightly 
greater than one (approximately unity). 
The s~cond implication anses from the interest rate clas t icity' of money demand 
being very much small er. This implies that cyclical nuctuation s in \-elocity can be very 
rnuch smaller than nuctuations in the interest rate. Figure 5- -1 s hov\ls that the interest 
rate has nuctuated more widely than money in velocity. This s uggest s that the interest 
raLe elasticity of money demand In Sri Lanka is very small and does not play an 
important role in the system . 
5.4 Testing the Stability of the Function 
A stable money demand function is one of the ke\- assumptions of the monetary 
approach. As shown in the discussion of results, the mos t important feature is that the 
explanatory po\\-er is vcry high for all specification s. Ci\"(' ll tIle limited usefulness of rr2. it 
is intcres tillg to investigate the stability of the ('Cjualion. TII(' reforc, the primary purpose 
here i:-) to examine the stability test.s if] a i/lgle equation frarllev.ork. 
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The chosen best-fit function for money demand has been used as the selected 
equation for testing stability. Since we had used the equation for the whole sample, it was 
then necessary to divide the sample into two sub-periods on the basis of the changes of 
the Government mentioned in Chapter 4. Therefore, two estimates of the same 
relationship for two different sub-periods were obtained. The equations are listed below. 
The period from 1958 to 1977 was as the first sampl e, and the period from 1978 to 
1984 the second sample. Th e ' pooled ' sample covered 1958 to 1984. 
** a')CCPJ 
v 
b.) CCPJ *** 
v 
Note: * - Estimation for the pooled sample 
** - Estimation for the first sample 
*** - Estimat ion for the second sample 
\\' e Wall ted Lo Lest whet her these t.wo est i mated relationships differ significan tly, or 
not. If t he relation sh ip is changing then the coefficients will differ from one anot.her. Are 
the two est imated function sigllificanLly different? This can be tested in two ways. 
1. Does the demand fun ct ion for money shift over Lime [aol # [bo lo 
2. Does the income elasticity of demand for money change over time [al l # [bl l 
o r is Lhe difference sign ificant? \VheLher the demand for money sLab Ie over 
time . . 
5.4.1 Chow Test 
The" F" test suggested by Chow (1960) has been used to answer these questions. 
The following estimations were used to obtain the results of the Chow Test. 
Table 5-6: Summary of the Estimated Equations for the 'pooled' and 
two samples 
-------------------------------------------------------------------
Pooled Data Period 1958-1977 Period 1978 -1984 
Variables 
Coefficient t Coefficient t Coefficient t 
-------------------------------------------------------------------
GNP 1.031 
R 
n 
0.028 
CCPI -0.0015 
Constant -1.708 
R2 
.997 
Regression 28.996 
SS 
Error SS .085305 
No of 
observations 27 
13.990 
.322 
.563 
1.146 6.85 0.993 51.09 
-0.102 .822 -0.070 1.69 
-0.009 .811 0.002 6.47 
-2.567 -1.690 
.986 .999 
4.829 1.541 
.067534 .00018934 
20 7 
--------- ------------- ---------------------------- -----------------
5.4.2 Results of the Chow Test 
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Using the results in Table 5-6 we tested the null hypothesis. that is th ere is no 
difference in the coefficients obtained from the two different sub-periods (aj =- b i ). From 
TaGle 5-6 \\"e obtain. 
K - 4 
Mp - .085305 -
M - .067534 -a 
Mb - .00018934 -
Na - 20 -
Nb - 7 -
'::;ubstituting these values ill the equatioll (.).1) \\(' haH': 
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[.085305-(.067534 + .00018934)J/4 
F* = -----------------------------------
(.067534 + .00018934) / (20 + 7 - 8) 
= 1.203 
* The theoretical value of F 0.05 with 4 and 19 degrees of freedom is 2.895. Since F < 
F 0.05 we accept the null hypothesis that the two functions are not significantly different. 
This indicated that the model was stable for the whole period and the change of the 
Government in 1977 did not disturb the system significantly. 
5.5 Testing the Theory using the Stable Demand Function for Money 
The stable function \,v as used to obtain the desired level of money demand for the 
sample period and the changes obse rved. The propositions to compare were the difference 
between changes in the des i red level of demand for money, and the changes in domestic 
credit with the changes in foreign rese rves component. In t.he analysis foreign assets (FA) 
were defined by subtracting the official and also private unrequited transfers from the FA 
figures obtained from the monetary survey, as the rapid growth in private transfers has 
been an import.ant st ructural change in Sri Lanka's international accounts . Further, 
omi sion of private remit.tances reflects the effects of the '~DuLch Disease" or "G regory 
F.Jffect," in t.he Sri Lan k an economy (G regory, 1976). 
5.5.1 Results of the Test of the Theory 
The resu I ts are show n in Appendix C. Of 27 cases 18 years su pported the theory of 
rnonetar.Y approach, showing that if the changes in domestic credit are greater than the 
changes in the desired level of money there is a fall in foreign assets which in turn implies 
that increases in domestic credit will lead to deficits in the balance of payments, which 
res ults in a fall in foreign reserves and \' Ice versa. 
The yi sual comparison bel\\'een change .in foreign asset.s (excluding private and 
official transfers) and t he difference betvveen changes in the desired level of mon ey and 
dornest ic credit indicated t hat there is a lag effect in the model. Therefore, the evidence 
of lag was examin ed stat is tically and the relation showed that all the signs were correct 
and the S Ull! of the coefficieIlts approximat.ed one. But the R2 indicated that (.3568) 
introduct.ion of the lag variable does not great ly improve the analysis. Resu lts of the lag 
effect arc - 110\\'(1 lwlu\\·. 
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* * * L1FA = 0.367 + 0.547 L1M2-L1DC+ 0.381L1M2- L1DCt_1 
(.560) (3.09) (l.72) 
R2 =.3568 D.W. = 1.891 
-2 R =.3008 
Note: Figures in parentheses are t values. 
Excluding the three lag effects and the 18 years the five remammg years did not 
support the theory which is difficult to explain. 
In the traditional literature a number of assumptions are made regardiDg the 
theory . This examination of Sri Lanka shows that for the monetary approach to hold one 
shou ld take into account structural changes in the economy. It can be maintained that 
private and official remittances are subject to influences extraneous to the Sri Lankan 
economy and that it is appropriate to examine the other elements )Jl the balance of 
payments that may be considered subject to domestic influences. This restricted set of 
transactions is referred to as the n decomposed balance of pay men ts" reported in Appendix 
D and analysed in Appendix E. 
The effect of private remittances has been taken into consideration in this analysis, 
by su btracting the amount from the foreign assets, in testing the applicability of the 
approach. Therefore, it is of importance to assume that there are no structural changes in 
an economy if the monetary approach is to hold in a country like Sri Lanka where private 
remittances have been a major source of income during the 1970s. The first analysis which 
took only the private remittances into account was furtber improved by considering the 
privat.e as well as official transfers. 
Finally, furtber analysis was done uSIng decomposition of the balance of payments. 
Tbe balance of payments was decomposed into cat.egories which were subject to monetary 
influence. The decomposition is shown in the Appendix D. Appendix E indicated that the 
major part of the monetary effect has its impart on cer1 ain components in the balance of 
payments (that were subject to monetary influence). These components are shown in the 
decomposition in the balance of payments in Appendix S. The figures indicated that the 
domestic credit effect was concentrated on certain parts of the balance of payments. 
Com parisol1 between tbe excess domestic ned i t and the change in balance of pay men ts 
revealed a lag effect as in the analvsis in Appelldix C. Similar exercise was done to 
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examine the lag effect in the model which indicated a very low R2 implying that the 
inclusion of lag variable does not improve the relationship. The results are given as 
follows; 
* 
iJ.M2-iJ.DC = 0.026 + 0.58JiJ.B.O.P' + 0.276iJ.B.O.Pt_l 
(.034) (2.25) (1.01) 
R2 = .2272 
-2 R = .1600 D.W. - 1.869 
Note: Figures in parentheses are t values 
5.6 S0111e Diagnostic Testing of the Model 
Regression analysis of time series data is usually based on the assumption that the 
regression rela t ionsh i p is const an t over time. In social and economic fields the validity of 
th is assu m plion is open to question. Therefore, it is impor tant to examine it critically, 
and especially if the model is used for forecasting (Brown, Durbin and Evans, 1975, p. 
149) . 
All test statistics are discussed on the presumption that a regreSSIOn package is 
a v ai lable for 0 L.-' estimates, pred iction and resid uals. Among the diagnostic ~hecks, 
Dlod I specification is important. Further, it is possible that all the assumption made in 
the context of the model are testable. Also assumptions regarding correctly specified 
explanatory \'ariables and constancy of the coefficients are testable. Table 5-7 shows 
where tile improvements should be made (if there are any) using diagnostic checks. 
There art' principles for testing t /ws(' oiagnost.ic checks. Since all these tests require 
some sort of sl·)f'cial computer package and t.hese tests were beyond the scope of this 
analysis. it \-vas d(:'cioed therefore to discuss some of the more important checks that can 
be llsed. 
Table 5-7: Using Diagnostic Checks to Test for Possible Model 
M isspecification 
-------------------------------------------------------------------
Diagnostic Check Possible Sources of Error 
----------------------------------------------------------------- --
Serial Correlation 
Heteroscedasticity 
Exogeneity 
Functional form 
Parameter constancy 
Non-nested alternatives 
Corrected errors 
Omitted variables 
Incorrect functional form 
Incorrect transformation of 
variables 
Non-constant variances 
Incorrect functional form 
Incorrectly transformed dependent 
var-iable 
Measurement errors 
Omitted links with larger system 
Omitted variables 
Incorrect transformations of variables 
Incorrect functional form 
Structural change 
Varying coefficients 
Weak forecasting ability 
Incorrect model 
Alternative explanations possible 
-------------------------------------------------------------------
Source: McAleer, M and Deistler, M (1986, p. 9) 
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The F test of Ho: r 1 = r 2 = 0 is d istri bu ted exactly as F (2, n-k-2) if the regressors 
x t are exogenous. If Ho is true then r 1 and r2 have zero impact on the model. 
Thi s test has been performed to check for the specification of the fu nctional form. 
Steps involved in RESET 
1. Using the OLS method predicted values for dependent variable (M2) 
were obtained for the following equation: 
2. Two additional explanatory variables were generated in the mode-I. 
M22 - M 2 - 2 
M23 - M 3 - 2 
3. OLS was fitted to the functional form (5.3) with two 
additional explanatory variables generated as in (2). 
" " In M2 = a o + a 1 lnGNP + a 2 InRn + a 3 CCPI + a 4 lnM22 + as InM23 
4. Test statistic was: 
F* (5 .4 ) 
where, 
LlR2 = [R2 in (3)- R2 in (l)J 
R 2 - R2 in (3) 2 -
k - no of regressors in (1) including intercept -
F is distributed as F(2, n - k - 2) 
I\. " If F* < F Then H . t h M 2 d M 3 h o l S rue, were 2 an 2 ave zero 
impact on the mode l . 
(.9951 - .9936) / 2 
F* = --------------------
.9951/ (n-k-2) 
= .015 
FO.OS with VI - 2 and V2 = 21 is 5.78 
Therefore, F* < F we accept H
o
' that the model is specified 
correctly. 
5.6.2 Parameter Constancy 
Cusuln of Squares Test 
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Other than the most popular test for parameter constancy which has already been 
used (Chow test), the cumulative sum and cumulative sum of squares tests, based on 
recursi ve res iduals , are used when a broader class of parameter non-constancies is 
considered as an alternative (Brown, Durbin and Evans, 1975, p. 154). Further, the 
constancy of parameters may also be calculated by using a simulation type of approach. 
Since the main objective was to test the t heory using a stable demand function for 
money, the Chow test has given the necessary statistical support for the analysis. 
5.7 Conclusion 
This chapter presented the results of the demand for money function in Sri Lanka, 
discussing the two most important questions of the scale variables and the interest rate 
variables. Of the two variables used in the model (GNP, GDP), as measures of income, it 
was shown that GNP is the better determinant for the model. The proxy used for the 
int.erest. rate (credit restraint variable) did not reflect the true behaviour of the interest 
rate and the function proved to be unstable when included. Therefore, it was clear that 
interest rate was a better proxy for the cost. of holding money, since it confirmed 
Friedman's proposition of the interest rate in the model. Most of the theoretical literature 
(P athak 1981, Bhatia 1982 , etc.). su pports the idea that the interest rate is not an 
i mport.an t argu men t in the demand for money function in developing coun tries. The 
proxy for expected inflation did not pro\' ide a reasonable ex planation, as expected. 
The income variable in the model was stat istically highly significan t, whereas 
interest rates and the price variable rev ealed no impact on the money demand. The 
elasticity of income, as expected, indicated that money seems to be a luxury good in Sri 
70 
Lanka. Being close to but larger than unity it suggests that the quantity theory IS a 
theory of demand for money. 
The stability test suggested that the demand for money was stable for the period 
under study. Further, the research strongly suggested that broadly defined money has a 
more stable demand function and, hence, provides a suitable basis for monetary analysis 
in a developing economy like Sri Lanka where accessibility to adequate, continuous and 
reliable data is a problem , though not a serious one. 
Of 27 years 18 years supported the monetary theory while another 3 years showed a 
lag effect. The statistical examination of lag effect did not improve the relationship. The 
theory maintains that an increase in domestic credit leads to a deficit In the balance of 
payments (decomposition of the balance of payments is shown previously) and leads to a 
fall in foreign reserves. From the monetary pol icy poin t of view, ern pirical analysis of Sri 
Lanka presented in this chapter supports the thesis of the monetary approach to he 
balance of payments ~ and suggests the usefulness of this approach in explaining monetary 
policies. 
CHAPTER 6 
SUMMARY AND CONCLUSIONS 
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As mentioned in Chapter 1, the objective of the study was to examine the validity 
of the theory of the monetary approach in the context of Sri Lanka. In achieving the 
above objecti ve it was necessary to in vestigate the issue of the stable money demand 
function in the economy. In dealing witQ a stable money demand function the appropriate 
determinants of the function were emphasized. 
The issue of the definition of money and scale variables were theoretically and 
empirically considered. The M2 variable appeared to be a better definition of money for 
explaining demand than I\11, t.hough their s ignificance was not very different. Since people 
have tended to shift their liqu id asset holdings from money to quasi money in Sri Lanka, 
choosing M2 as a better definition of money seems reasonable. This shift suggests that M2 
is a more homogenou s variable. 
GNP performed better as a scale variable than GDP. Taking into account the 
importance of the inflow in the form of remittances GNP was considered to be the income 
variable which had more explanatory power than GDP. Income elasticity of demand for 
money with respect to GNP in the nominal equation exceeded unity with the I\12 
variable. In t he real demand equations, the income elasticity of demand with respect to 
GNP and G DP was greater than unity only for M2 variable. This also supports the idea 
Lhat M2 is a bet.ter definition of money than Ml. That the income elasticity of M2 was 
greater than unity implies t hat. money can be considered as a luxury good in the Sri 
Lankan economy. The result.s of the equat ion s revealed that the income coefficient and 
income elastici ty are h igl1 I)' sign i fican t, su pporti ng the monetarist con ten tion that the 
quantity theory is a theory of dernand for money that is highly related to broadly defined 
money. 
'T 11 <' second issu C' pertains to the appropriateness of the interest rate variable in the 
I1lod('1. Short-terl!! interest rates on time-deposits showed that the interest rate was not 
an im portan t variable in the model. ] ts parameter was not statistically signi ficall t and 
72 
magnitudes for both M 1 and M2 were very small. The interest rate on time-deposits is 
generally positively correlated with other interest rates. Demands for time-deposits are 
directly related to their interest rates, and these are often positively related to other 
interest rates. This is why the inclusion of time-deposits (R) in the model often leads to ' 
the rejection of the Keynesian liquidity preference hypothesis in empirical analysis. It is 
not surprising, then, that Friedman (1959) and many others have found no significant 
Inverse relationship between money demand and interest rates. Tsiang (1977: 327) 
pointed out that interest rates are regarded as having only a minor influence on the 
demand for money in the long-run. 
Moreover, the speci fication of the variable which measu res the cost of holding 
money also presen ts political d ifficu}.ties. In terest rates are not deemed an adequate 
representation of the cost of holding money in LDCs because of the institutional rigidities 
which keep interest rates low and t.he ullderdeveloped nature of financial markets which 
raises questions of their meaningfulness. 
Regarding the changes in the prIce variable in the model (CCPI), this showed no 
c1earcut relation to demand for money, since prices in Sri Lanka have moved in such a 
\va)' that expectations of price movements are established. Therefore, changes in prices do 
not affect expectations and, t.hus, the price variable has no impact on the function. In our 
experiments~ the rate of change in prices and the interest rate had no effect, and their 
magnitude was so small as to be stat ist ically s ignificant. 
Entering t.he degree of credit restraint as a proxy for interest rates was not an 
appropriate. \' ariable in the f u flC tion. 'The rcsu I ts high I igh ted that th e proxy was not a 
true meas ure of ilitere>sL rate beha\' iour ancl did not reflect, the cost of credit. The 
incorporation of the credit variable also callsecl the functi on to be unstable. This indicated 
that the interest. rate is a better proxy for the cost of holding money in the function. The 
adjust.ment lag too did not s how any import.ant impact on the function, but its inclusion 
made other variables in s ignificant. 
The demand function for money developed here , and the evidence that it supports, 
contributes to an underst.anding of the issues in monetary theory. First, the long-run data 
strongly suggest that the demand for money has been quit.e stable despite major 
in s titutiollal, social and poliLical changes . Secolld. the lll('ory aIld the evidence support 
the> \·iew that til(' long-ruII dC'llland fUll ctioJl is cOllsistent witll the quantit.y theory of 
money and s hows thaL demand for money is almost entirely a.. function of income. Third, 
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with respect to the definition of money, the results strongly indicate that the demand to 
hold M2 is more stable. Fourth, the results suggest that the credit restraint variable does 
not provide a reasonable approximation for interest rates in the long-run function. 
Finally, the evidence suggests that interest rates, which were used as a proxy for the cost 
of holding money, and the change in prices, which was a proxy for changes in expected 
inflation, were not i mportan t argu men ts in the money demand function in Sri Lanka, 
where financial markets have not yet developed to an important extent. 
The results from testing the theory using the stable demand function supported the 
thesis of a monetary approach to the balance of payments, and strongly suggested the 
usefulness of this approach in explaining balance of pay men ts behav iour. Overall, results 
showed that monetary developments in a country like Sri Lanka are in line with 
con ventional theories. Further, while the resu Its suggested that the monetary approach 
holds in Sri Lanka, differing structural characteristics are important and conventional 
theory should take these characteristics into account. Structural changes in the balance of 
pay men ts in Sri Lanka were very in1portan t in ev al uating the theory. The increase in 
private remittances was a major source of financing the deficit in Sri Lanka during 1970s. 
As mentioned in Chapter 3 the deterioration of the trade balance was mitigated to some 
extent by inward remittances of funds by Sri Lankans abroad, and by favourable trends in 
respect of recei pts in the serv ices accou n t. Therefore. it is i m portan t Lo consider these 
st ructural changes in the balance of payments when applying the theory, as most 
expositions assume that there are no structural changes in the economy. Once these 
changes are taken in to considerat ion. the monetary approach becomes important and 
useful in developing countries like Sri Lanka. 
As shown In Chapter 2: excess credit will lea.d to ('l balance of payments deficit, 
which in t.urns resu lt in a decline in foreign reserves . Thi s direct relationship between 
dome~ tic credit and the balance of payments is shown in thc analysis given in Appendix 
E. which showed that domestic credit was concentrated in certain parts of the balance of 
payments . Of 27 years, 18 revealed that \\·here there v,as an excess of credit over demand 
which led to a deficit in the balance of payments. Four years which showed the lag effect 
of the balance of payments on domestic credit were also analyzed. The results revealed 
(gi ven in Chapter 5 ) that the lag effect did not improve' th(J relationsh i p (R 2= .2272). 
These res ults of the relationship between domestic credit and balancc of payments are in 
line' with t.he resu lts given in Appendix C. 
in closi ng , it seems approprlat e that \\"(:' can draw 1,\\'0 rnaJor cone I usions of th is 
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study. First , the transactions approach to money demand is important and the modern 
quantity theory holds in Sri Lanka. Second, the monetary approach to balance of 
pay men ts is applicable to Sri Lan ka, prov ided that structu ral changes in the balance of 
payments are considered. The evidence from the time-series suggests that the monetary 
approach presented here is promising. As this is the first study of the monetary approach 
to t he ri Lanka's balance of payments problem, t he conclusions must be regarded as 
ten tati ve and eligi ble for further examination. 
While the results of this paper provide a reaso nably simpl e framework for predicting 
the quantity of money demand and testing the t heory of the monetary approach , some 
important limitations of the analysis should be noted. One problem is the quantity and 
quality of stat istics on prices and interest rates. These create difficulties that make it 
hazardous to draw st rong inferences from them. 
6.1 Policy Ilnplications 
Empirical evid ence suggests some general poli cy impli cations that are worth 
consid ering. As long as Sri lanka continues to gain private remittances, t hey should 
emp loy a policy of accumulating foreign currency and should be anticipating the day 
\'v·hen remittances tail-off. Therefo re , they shou ld be very much concerned about the 
decline in oil prices an d Middl e East capital expenditure, which could lead to a decline in 
the number of S ri Lankans working abroad. In case of a lag effect in Middle East capital 
expenditure, Sri Lanka should prepare for a worsened balance of payments if this source 
of income driesup and should consider what policies to adopt in this situation . 
Furth_er, if the Cent ral Bank directs its policies in such a way that foreign exchange 
ace u mula lions bid- Ll P the Ru pee price of foreign exchange (a dev al uation of the ru pee) 
thi s \vill make Sri Lankan producers more compet itive and a diversification of exports and 
import su bst i tu tion sho u Id be encou raged. Therefore, the accumulation of foreign 
r(,ser ves \\-i II be very useful for fi nanci ng balance of pay men ts defici ts that may arise when 
t lw overs as demand for S ri La nk an workers declines . If this happens Sri Lanka would not 
face sudden readjustment problems that may arIse due to the decline in demand for 
workers in Sri Lanka . 
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Appendix A 
Various Cornbina tions of Credit Res train t Variable 
in the Money Denland Equations 
---------- ------ - --- - -- - ----- -- - ---- - -- ------------------ - - --------
1. M1 = f(GDP, C2 , CCPI) 
2. M1 - f(GNP, CI , CCPT) -
3. M1 - f(GDP, C3 , CCPI) -
4. M1 - f(GNP, C3 , CCPI) -
5. M1 - f(GDP, C4 , CCPI) -
6. M1 - f(GNP, C4 , CCPI) -
7. M2 = f(GDP, C2 , CCPI) 
8 . M2 - f(GNP, CI ' CCPI) -
9. M2 - f(GDP, C3 , CCPI) -
10. M2 = f(GNP, C3 , CCPI) 
11. M2 - f(GDP, C4 , CCPI) -
12 . M2 - f(GNP, C4 , CCPI) -
---------------------- - -------------- - ---- --- ----------------------
Appendix B 
Demand for Money Function, 1958-1984 (Main 
Regressions of the Log-Linear Forln) 
----------------------------------------------------------------------
Dependent Credit Independent Variable -2 R D.W. 
Variable Restraint (coefficient and 't' value) 
Variable 
----------------------------------------------------------------------
Inter- GNP GDP C# CCPI 
cept 
-------------------------------------------------------------- ---- - ---
M1 C2 .898 .763 .321 -.0054 0.995 1.854 
(.340) (.026)*(.104)* (.003)*** 
M1 C1 .770 .774 .289 -.0051 0.995 1.926 (.347) (.027)* (.104)** (.003) 
M1 C3 .001 .817 .026 -.0022 0.993 1.687 
(.293) (.031)*(.018) (.003) 
M1 C3 -.012 .823 .030 -.0023 0.994 1 . 654 
(.220) ( .023) * (.016)***(.003) 
M1 C4 .043 .808 .002 -.0012 0.992 1.874 ( .317) (.033) * (.013) (.003) 
M1 C4 -.037 . 818 -.004 -.0013 0.993 1.793 ( .248) (.026) * ( .013) (.003) 
M2 C2 -.585 .971 .389 -.0061 0.997 1.641 
(.323) ( . 026) * ( . 084) * (.002)** 
M2 C1 -.773 .989 .367 -.0059 0.998 1 . 927 ( . 237) (.018)* ( .070) * ( .002) * 
M2 C3 -1.817 1.045 .019 -.0026 0.996 1 .778 ( . 367) (.039) * (.017) (.002) 
M2 C3 -1.815 1.051 .016 -.0018 0.997 1.669 ( . 249) ( .026) * ( .016) (.002) 
M2 C4 -1.725 1 . 038 .013 - .0022 0.996 2.100 ( .370) (.039) * (.010) (.002) 
M2 C4 -1.798 1.048 .004 -.0014 0.996 1 . 862 
(.252) ( . 027) * (.011) ( .002) 
------- --- ----------- ------ --- ----------------------------------------
Note: Figures in parentheses are standard errors 
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# As defined in column on credit restraint variable 
* 
Significant at .01 per cent level 
** 
Significant at .05 per cent level 
*** 
Significant at .10 per cent level 
Year 
Appendix C 
Con1.parison between Changes in Desired 
Money-Domestic Credit and Foreign Reserves (Rs Million) 
* * 
, 
* * M2 L1M2 L1DC 11M2 -L1DC L1FA 11 FA 
---------------------------------------------------------------------
1958 1445 
1959 1436 -9 333 -342 -114 -135.0 + 
1960 1612 176 289 -113 -187 -204.6 + 
1961 1616 4 191 -187 - 75 -89.9 + 
1962 1755 139 173 -34 -85 -99.1 + 
1963 1823 68 265 -197 -54 -69.3 + 
1964 2091 268 221 47 17 -6.5 # 
1965 2131 40 193 -153 95 76.8 -
1966 2248 117 111 6 - 235 -253.6 -
1967 2267 19 446 -427 -196 -210.7 + 
1968 2813 546 398 148 -130 -137.1 # 
1969 2863 50 417 -367 - 289 -298.0 + 
1970 3104 241 376 -135 -1 -14.5 + 
1971 3179 75 347 -272 236 214.8 -
1972 3836 657 223 434 -4 1 -62.0 -
1973 4636 800 -177 977 295 281.9 + 
1974 5045 409 918 -509 - 244 -286.0 + 
1975 5190 145 1388 - 1243 -337 -417.0 + 
1976 5746 556 1821 - 1265 88 22.8 
1977 9014 3268 2903 365 2377 2305.3 + 
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1978 11207 2193 2637 -444 627 547.5 # 
1979 14567 3360 5372 -2012 135 -57.1 + 
1980 18865 4298 17867 -13569 -4216 -4490.2 + 
1981 24859 5994 8451 -2457 -265 - 628.2 + 
1982 27722 2863 8331 - 5468 -718 -1144.1 + 
1983 34579 6807 8192 -1385 49 -395.8 + 
1984 40700 6121 -1431 7552 7537 7057.9 + 
Note: + - These years support the theory -
# - Show the lag effect -
- Do not support the theory -
* 
M - Desired level of money -
2 
* dM - Change in desired level of money 
2 
~DC - Change in domestic credit, 
~FA - Change in foreign assets, 
* dFA = Change in foreign assets excluding private 
and official transfers. 
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Appendix D 
Decomposition of the Balance of Payments 
(in million SDRs) 
---------------------------------------------------------------------
GOODS and SERVICES CAPITAL 
Year Merchandise Services 
-------------------------------------------------------
Exports Imports Credit Debit Long Short 
---------------------------------------------------------------------
1958 341.9 -360.8 17.6 -25.2 -0.84 
1959 372.8 -411.6 16.7 -21.4 0.36 
1960 378.1 -421.2 18.0 -21.4 -1.09 
1961 358.5 -376.7 48.4 -58.0 -1.70 2 .9 
1962 370.2 -400.3 49.3 -55.9 -0.40 
1963 358.7 -392.5 45.5 -55.5 1.10 -0.8 
1964 371.1 -411.6 39.6 -48.1 0.20 -1.9 
1965 400.9 -403.6 43.5 -41.3 -0.80 -3.8 
1966 351.5 -423.8 44.1 -45.6 -3.30 -3.8 
1967 339.6 -408.5 44.7 -44.3 -1.40 -1.0 
1968 332.1 -356.3 41.7 -39.0 -1.80 -1.2 
1969 320.7 -401.4 42.6 -102.4 -1.90 -1.7 
1970 338.8 -353.0 39.7 -96.0 -0.30 -0.6 
1971 324.3 -335.3 52.7 -92.3 0.30 -4.0 
1972 291.5 -297.4 47.1 - 82.6 3.90 -5.8 
1973 307.3 -311.8 50.8 -78.4 3.80 -1.5 
1974 423.5 -522.8 55.4 -104.0 0.00 12.2 
1975 457.1 -561.7 65.8 -117.1 -5.50 -25.3 
1976 481.9 -499.1 65.7 -109.8 -3.80 -6.2 
1977 652.7 -561.8 90 .3 -121.1 -2.50 -10.3 
1978 674.8 -716.7 99.2 -172.9 1.60 5.7 
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1979 758.8 -1009.2 149.0 -222.6 43.30 0.1 
1980 815.8 -1417.5 213.8 -325.9 64.00 119.6 
1981 902.8 -1436.2 264.9 -414.6 86 . 20 27.8 
1982 918.2 -1627.3 303 . 1 -478.7 235.20 6 . 8 
1983 993.8 -1615.7 320.1 -551.0 123.60 36.6 
1984 1427.7 -1656.2 326.3 -556.4 26.90 -25.3 
----------------------------------------------------------- ------- ---
Source: International Monetary Fund, 1985. 
Year 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
Appendix E 
Comparison between Changes in Money-Domestic 
Credit and Changes in DecoIllposed Balance of 
Payments (Rs Million) 
* 
L1M - L1DC 
2 
-342 
-113 
-187 
-34 
-197 
47 
-153 
6 
-427 
148 
-367 
-135 
-272 
434 
977 
-509 
- 1243 
-1265 
Decomposed 
B.O.P. 
Changes in Decomposed 
B.O.P. 
Surplus (Deficit) 
(27.34) 
(43.14) (15.80) + 
(47 .59) (4.45) + 
(26.60) 20.99 
(37 . 10) (10.50) + 
(43.50) (6.40) + 
(50.70) (7.20) # 
(5.10 ) 45.60 # 
(80.90) (75.80) # 
(70.90) 10.00 # 
(24.50) 46.40 + 
(143.90) (119.40) + 
(71.40) 72.50 
(54.30) 17.10 
(46 .90) 7.40 + 
(33.40) 13.50 + 
(135.70) (102.30) + 
(187.30) (51. 60) + 
(71. 30) 116 .00 
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1977 365 47.30 118 . 60 + 
1978 -444 (108.30) (155 . 60) + 
1979 -2012 (280.60) (172.30) + 
1980 -13569 (88.60) 192 . 00 + 
1981 -2457 (569.10) (480 . 50) + 
1982 - 5468 (642.70) (73 . 60) + 
1983 -1358 (656.60) (13 . 90) + 
1984 7552 (457 . 00) 199.60 + 
------------- ---- - - - ------------ -- - --- -- - --- ------------ --- ----------
Note: Decomposition of the Balance of Payments in Appendix D 
Differe nces between changes in desired level of money 
and changes in domestic credit are taken from Appendix C 
+ - Support the theory 
# - Show lag effect 
- Do not support the theory 
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